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permit no deductions in respect to the gross flow of funds into resi- 
dential mortgages, let alone mortgages on new residential real estate, 
There is no consistent relationship over time between net changes 
in holdings and the gross volume of loans made. This relationship 
is conditioned not only by the volume of new loans and their com- 
position but also by a host of other factors, such as the proportion 
of unamortized and amortized mortgages in portfolios, the con- 
tract length of loans and the actual rate of repayments, and ex- 
tinguishments of debt through foreclosure and voluntary surrender 
of title to mortgagees. More importantly, net changes in the mort- 
gage debt give no clue to the flow of equity funds into residential 
real estate. 

Likewise census data on residential mortgage indebtedness and 
estimates of residential wealth and mortgage debt show at best 
changes in the equity position of owners of residential real estate; 
but they throw little light on the flow of mortgage loans and equity 
funds into this sector of the economy. 

Mortgage recordings and estimates of loans made on one- to four- 
family houses approximate measurements of the gross flow of funds 
into residential mortgages. However, they do not encompass all 
types of residential real estate. Moreover, they cover mortgage 
loans made on existing as well as new residential facilities. Informa- 
tion on the volume of FHA and VA mortgage loans on new housing 
is useful but leaves the whole field of conventional mortgage financ- 
ing uncovered. None of these approximations to the gross flow 
of mortgage loans provides insight into the flow of equity funds 
into new or existing residential construction. 


PROCEDURE IN NEw ESTIMATE 


This article reports the results of an attempt to estimate directly 
the amounts of mortgage loans and equity funds used for the first 
acquisition of new residential facilities, covering the period from 
1911 to 1952. The procedure for arriving at the estimates is neces- 
sarily hazardous and, in the absence of any but the most sketchy 
data, involves judgments in respect to financing practices. The 
probability of error in making these judgments is partially mitigated 
by the fact that the estimates were developed by working back 
from the most recent years, for which information is available from 
the Surveys of Consumer Finances, statistics on FHA and VA loans, 
census reports, and special investigations. The further the estimates 
extend into the past, the more shaky are the results. The margins 


= 
o! 
Yr 
u 
Nn 
3 


rst 


chy 
The 
ted 


Flow of Funds into Residential Construction 341 


of error are unknown and probably wide. Nevertheless, this effort 
may at least serve to open up a field of investigation which is 
unduly neglected. 

Stripped of the mass of detail, the basic procedure in preparing 
the estimates was as follows: 

a) Annual amount of expenditures for new private housekeeping, 
non-farm residential construction 

b) Add estimated expenditures for land used for construction 
under (a) on the basis of assumed ratios of expenditures for land 
to total expenditures for land and buildings and derived ratios of 
expenditures for land to expenditures for construction. 

c) Total expenditures for construction and land, or the sum of 
(a) and (), shown in column 2 of the accompanying table. 

d) Deduct from total expenditures for land and construction: 
(1) those expenditures paid for in their entirety in cash so that no 
mortgage financing whatever is involved, such as the purchase of 
a new house for all cash or the construction of an apartment house 
exclusively with equity funds; (2) those expenditures financed by 
sales contracts which represent debt obligations but no mortgage 
financing. 

e) The amount of (c) minus the amount of (d) yields the total 
expenditures in which mortgage financing is involved. Assumed 
average ratios of loan to expenditure yield the amount of mortgage 
loans made on new construction and land used therefor (column 
3 of the table). 

f) Total expenditures for construction and land minus the amount 
of mortgage loans and sales contracts made on new construction and 
land yields the estimated equity funds (column 4). A more accurate 
label for these amounts is “Equity funds and miscellaneous bor- 
rowings,” for it is not unusual in the acquisition of new as well as 
existing construction to provide pro forma equity funds by resort 
to personal loans not secured by mortgages. 

As was noted, the estimates measure the flow and composition of 
funds used for the acquisition of new residential real estate com- 
prising land as well as the improvements. When new (as well as 
existing) residential real estate is acquired, land and improvements 
form one economic unit. Mortgage loans are secured by both land 
and structures, and their allocation to one or the other would be 
artificial and without operational significance. By the same token 
equity funds cannot be apportioned as between land and structures. 
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RELATIVE IMPORTANCE OF Equity FUNDS 


The estimates allow some broad observations of approximate 
changes over time. They suggest as a major conclusion that the 
flow of equity funds into residential construction has been much 
larger than is usually assumed, although it has declined relative to 
the flow of debt funds. 

Over the 42-year period covered by the estimates, the propor- 
tion of equity funds to total expenditures for new residential con- 
struction and land for such construction varied roughly between 
one-fourth and one-half. Only during World War II, when new 
residential construction was limited to housing for war workers and 
practically all of its debt financing was under the special liberal 
terms for FHA-insured mortgages, did the ratio of equity funds 
to total expenditures approach 25 per cent. Even during the recent 
postwar years of high-percentage debt financing under government 
aid programs and during the height of the boom of the twenties 
with its excesses of debt financing, equity funds are estimated at 
close to 30 per cent of total expenditures (column 5 of the table). 

During periods of high residential building activity, such as the 
mid-twenties and the past few years, the amounts of equity funds 
going into new construction were quite high, of the order of $2 bil- 
lion per year during the mid-twenties and exceeding $3 billion per 
year in 1948-52, in spite of the loosening of credit typically asso- 
ciated with the expansion of new construction. During the decade 
of the twenties equity funds totaled more than $16 billion supple- 
mented by about $26 billion in mortgage loans and perhaps $2.5 
billion in sales contracts, which are debt obligations that do not 
appear, however, in mortgage statistics. From 1948 through 1952 
equity funds were over $14 billion supplemented by $37 billion 
of mortgage loans, with sales contracts being of minor importance. 
Mortgage loans on new construction during the decade of the twen- 
ties equalled 58 per cent of expenditures for residential construc- 
tion and land. The corresponding ratio for the period 1948-52 is 
about 72 per cent. 

At first glance the estimates seem to be in conflict with common 
impressions of financing practices in residential construction dur- 
ing the recent and more distant past. These impressions have been 
fashioned by the notorious “shoestring” financing of operative 
builders; by the widespread use of junior mortgages, particularly 
during the twenties; by individual examples of debt financing in 
excess of costs in the case of mortgage bonds, also during the twen- 
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ties; by the history of mortgage loans that went into default dur- 
ing the depression of the thirties; and by the recent high-percent- 
age maximum loans permitted under federal mortgage insurance 
and guaranty programs. Observations of this kind have led to the 
assumption that investment in new residential construction has been 
generally and uniformly characterized by an extremely low propor- 
tion of equity capital. However, such an assumption is probably in 
the nature of an optical illusion. 

Shoestring financing by operative builders does not necessarily 
imply that the sale of houses to owner-occupants has been gen- 
erally financed on a shoestring basis. Moreover, construction and 
sale of houses by operative builders has only recently become the 
prevalent mode of operation. Custom-built houses represented a 
substantial proportion of the volume of single-family and similar 
houses built in the thirties and before, and are even now a major 
segment of the total. It is reasonable to assume that custom-built 
houses have been financed by more substantial equity capital. 

In the case of multifamily structures, the dramatized cases of 
shoestring financing of large apartment houses in metropolitan cen- 
ters must be weighed against the numerous four-family and similar 
small buildings constructed before the thirties, and built by or for 
small local investors who employed substantial amounts of their 
own as well as of borrowed funds. It is probably true, however, 
that the proportion of debt financing has been larger for new multi- 
family housing than for new housing units acquired by owner- 
occupants. 

As to junior mortgages, even a widespread use of this type of 
financing during certain periods does not imply that more than, say, 
one-third of the acquisitions of new construction were financed in 
this fashion. Even so, an economic collapse like that of the early 
thirties could create enough difficulties to endanger the entire struc- 
ture of mortgage debt and real estate values. Similar considerations 
apply to other mortgage loans that got into difficulty during the 
thirties and to individual cases of excessive debt financing. 

As to the insurance and guaranty programs of federal agencies, 
preoccupation with the maximum loan-to-value ratios permitted 
under the various laws obscures the fact that the average ratios 
have been below the maximum ratios and that there is still con- 
siderable activity in conventional financing where much lower maxi- 
mum and still lower average ratios apply. 

Thus, the estimates are compatible with often observed phe- 
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nomena in lending practices, but they place these in proper per- 
spective. In addition, the estimates do suggest a secular tendency 
toward a declining proportion of equity financing. If there is any 
validity to the assumptions underlying the estimates, equity funds 
accounted for roughly half the expenditures for construction and 
land before the twenties. This proportion declined to about one- 
third during the building boom of the twenties, increased again 
during the early thirties, and declined to a low of about 25 per cent 
during World War II. In the postwar years the ratio of equity funds 
to total expenditures varied between 25 and 30 per cent, that is, 
almost half the ratio estimated for the period before the twenties. 
Within an implied cyclical pattern, which reduces the relative im- 
portance of equity funds during expansion and raises it during con- 
traction periods, the proportion of borrowed funds shows a long- 
term increase. In other words, a given volume of new residential 
construction has tended to evoke a larger demand for debt funds. 


Factors IN GROWTH OF THE MortTGAGE DEBT 


Some additional observations emerge from the estimates. Mort- 
gage loans on new construction have been a strategic long-term 
factor in the growth of the residential mortgage debt (columns 2, 
3, and 7). In eight of the nine half-decades shown in the table, 
mortgage loans on new construction approximated or exceeded the 
net increase in the residential mortgage debt. But there is some 
evidence that in the long run loans on new construction have been 
of declining importance to the growth of residential mortgage debt 
(column 10). This evidence is clearer from inspection of decade 
figures than from the five-year data which are more heavily influ- 
enced by cyclical variations. It seems that, as the housing stock 
grows and accretions to the housing stock diminish in relation to 
the stock,” mortgage loans on new construction also represent a 
declining outlet for investment compared to loans for the purchase 
of modernization of existing facilities or for refinancing. 

It is perhaps difficult to accept the conclusion that the bulk of 
the increase in residential mortgage debt over this long period is 

2. This tendency of accretions to the housing stock to diminish in relation to the 
stock itself is revealed in the forthcoming monograph. While the ratio of new non-farm 
dwelling units started to the stock of non-farm dwelling units varies with the long 
swings in residential building activity, starts during the decade 1940-49 represented 
18.2 per cent of the stock existing in 1940, and starts during the decade 1930-39 were 
only 10.3 per cent of the stock existing in 1930. The corresponding ratios for the 1890-99 


and 1900-09 decades were 35.4 and 34.1 per cent. Even the inclusion of figures for the 
early fifties would not alter this finding. 
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attributable to the debt-financing of new construction. There are 
no data for testing the validity of this conclusion, but it can at 
least be said that it is consistent with other findings in the larger 
study from which this article is derived. The strategic role of loans 
on new construction in the growth of the residential mortgage debt 
is related to the fact that debt on existing residential real estate has 
been repaid at rapid rates, except for the thirties. In the first place, 
amortization of residential mortgage loans seems to have been more 
frequent even before the late thirties than is often assumed. Not only 
did the mortgages made by savings and loan associations custom- 
arily provide for full amortization by periodic payments, but a large 
proportion of the loans made by life insurance companies and com- 
mercial banks required full or at least partial amortization.’ In 
addition, repayments on the whole seem to have been substantial 
even on loans not providing for any systematic amortization (again, 
except for the period of the Great Depression). 

The data also make it possible to derive estimates of those net 
changes in the residential mortgage debt which are attributable to 
transactions within the existing stock of housing, such as loans on 
existing construction, loan repayments and extinguishments, and 
foreclosures. The negative figures in column 8 of the table denote 
repayments and loan extinguishments on existing property in ex- 
cess of new loans on existing property. Positive figures denote new 
loans on existing property in excess of repayments and loan ex- 
tinguishments. 

Net changes in the debt attributable to transactions within exist- 
ing residential real estate have been highly variable, ranging from 
a debt reduction of $8.3 billion in 1931-35 (which was partly due 
to the wave of foreclosures) to a debt increment of more than $700 
million in 1946-50. Positive figures are found in only two of the 
nine five-year periods shown in the table—1916 to 1920 and 1946 
to 1950. In these half-decades a net increase in debt of 6 and 3 per 
cent, respectively, was solely attributable to the net flow of funds 
into the existing stock of housing. Characteristically, these were 
periods of severe housing shortage in which transfers of existing 


3. In the case of life insurance companies, only 20 to 25 per cent of a sample of loans 
made on one- to four-family houses during the period from 1920 to 1934 provided for 
no amortization whatever (R. J. Saulnier, Urban Mortgage Lending by Life Insurance 
Companies [National Bureau of Economic Research, New York, 1950], p. 130). In the 
case of commercial banks, 40 to 50 per cent of a sample of loans of the same type and 
made during the same period had no amortization provisions (Carl F. Behrens, Com- 
mercial Bank Activities in Urban Mortgage Financing [National Bureau of Economic 
Research, New York, 1952], p. 50). 
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property at steeply rising prices, involving large amounts of mort- 
gage financing, reached an exceedingly high level. 

The preponderance of negative figures in this series (column 8) 
suggests again that, in the long run, new capital formation rather 
than the financing of transactions within the existing stock of 
housing has been the principal dynamic factor in the demand for 
mortgage funds, although the quantitative importance of this factor, 
as was pointed out before, seems to have declined. 

The negative figures, however, have different connotations in 
various periods. During World War II they reflect accelerated loan 
repayments made possible by high incomes and shortage of goods. 
The debt reductions during the thirties must be ascribed primarily 
to foreclosures, although repayments by wider use of amortized 
loans were gaining in importance during the late years of that 
decade. To judge from the estimates, repayments and loan extin- 
guishments exceeded new loans on existing property even during 
the twenties when excesses in debt financing were notorious. This 
finding is consistent with the observation, already referred to, that 
a fairly large proportion of residential mortgage loans in the twen- 
ties provided for at least partial if not full amortization. Also, prices 
for existing houses seem to have remained fairly stable throughout 
that decade after a sharp rise in the early twenties, so that refinanc- 
ing did not necessarily and on the average involve higher loan 
amounts. 

Still another significant relationship can be established from these 
estimates: the ratio of net change in debt attributable to transac- 
tions within the existing housing stock to the debt itself (column 9). 
While the mortgage debt in the absence of new construction would 
have tended to shrink rapidly in most periods, the rate of decline 
in the debt attributable to transactions in the existing inventory 
has been diminishing since 1920. Given the 1921-30 volume of 
both debt extinguishments and new loans on existing property, the 
entire mortgage debt outstanding at the end of 1920 would have 
been fully retired in little less than twenty years; given the 1941- 

50 volume, the debt outstanding at the end of 1940 would have 
been fully liquidated in not less than sixty years. This difference 
may be influenced by the wave of foreclosures during the thirties, 
but it reflects also the rapid rise of property prices and mortgage 
loan amounts during the forties, the lengthening of loan maturities, 
and the growing importance of the existing stock of housing as an 
outlet for mortgage investment. 
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SOURCES AND NOTES ON ESTIMATING PROCEDURES 


COLUMN 2 


The data for residential construction expenditures are those of the U.S. De- 
partment of Commerce beginning in 1921 and new estimates for prior years 
(David M. Blank, The Volume of Residential Construction, 1889-1950 [Na- 
tional Bureau of Economic Research, Technical Paper No. 9, 1954]). These data 
include operative builders’ overhead and profit margins but exclude profits on 
land and “speculative profits of operative builders.” Consequently, final expendi- 
tures for construction, and, therefore, the amounts of funds spent to finance these 
expenditures, are probably somewhat understated. 

For the estimates of expenditures for land used in residential construction, the 
following ratios of these expenditures to the sum of expenditures for construction 
and land were used: 25 per cent from 1911 to 1915; 22 per cent from 1916 to 
1922; 20 per cent from 1923 to 1928; ratios declining from 18 per cent in 1929 
to 10 per cent in 1932-34; 15 per cent for the late thirties; and 12 per cent from 
1940 to 1952. The recent ratios are drawn primarily from FHA data, and those 
for earlier years from a number of scattered sources, such as Robert Whitten and 
Thomas Adams, Neighborhoods of Small Homes (Cambridge, 1931) and 1907 
surveys of local real estate boards. 

Conceptually, expenditures for land should be the cost of raw land plus site 
improvements (not included in private construction expenditures) to the first 
owner or purchaser of new residential real estate. Most of the available data, 
however, reflect land values after construction of the improvements rather than 
actual expenditures for raw land and site improvements. Equities are to some 
extent created by the “write-up” of land. While the estimating procedures at- 
tempt to take account of this practice, it is possible that the estimated amounts 
of equity funds include an unknown portion of equity capital created by write- 
up of land. 

A general qualification of the estimates refers to the point in time at which 
the flow of mortgage and equity funds into new construction and land is meas- 
ured. Ideally, the point in time would be the acquisition of new residential real 
estate facilities upon completion since the estimates are not concerned with the 
temporary financing of the construction process itself. The construction expendi- 
ture series, however, represents work put in place rather than the value of com- 
pletions. The estimating procedure for the flow of mortgage and equity funds 
assumes that there is a pro rata pattern of expenditures for construction and 
land and of the flow of mortgage and equity funds, which is not quite realistic. 
For example, if a construction project is started in the fall and completed the 
following spring, the actual pattern of expenditures may involve complete ab- 
sorption of whatever equity funds may be involved in one year and absorption 
of mortgage funds the next year. 

The time problem is particularly acute in the case of land used for new resi- 
dential construction. For example, the builder of a custom-built house or of an 
apartment house project erected in 1946 may have bought the land in 1944 or in 
1940, whereas the estimating procedure would place the expenditure for the land 
in 1946. The problem is less serious in the construction by operative builders of 
single-family and similar houses for sale. In this case the flow of mortgage and 
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equity funds is simultaneous upon completion and sale and covers both land and 
improvements; at this point the cash payment of the purchaser plus permanent 
mortgage(s) replaces cash, construction advances, and possibly materials sup- 
pliers’ credits used by the builder. In any event, there is no basis on which ad- 
justments to allow for differences in time pattern could be made, and such ad- 
justments would be unwarranted in view of the crudeness of the estimates. 


COLUMN 3 


This estimate of the amount of mortgage loans that were used in the first 
acquisition of new residential construction involves three steps. The first is an 
estimate of all-cash acquisitions of new construction. The second is an estimate 
of new construction acquired by means of sales contracts. The sum of these two 
is deducted from column 2. The amounts in column 2 after deduction of all-cash 
acquisitions and sales contracts yield the total expenditures for construction and 
land in which mortgage financing was involved. The third step is an estimate of 
the average ratio of mortgage loans to total expenditures involving mortgage 
financing. Each of the three steps is detailed in the following paragraphs. 

In the first step, all-cash acquisitions of new residential real estate were esti- 
mated to bear the following ratios to toial expenditures for construction and 
land: 30 per cent from 1911 to 1915; 28 per cent from 1916 to 1918; 25 per cent 
from 1919 to 1922; 20 per cent for 1923-24; 15 to 16 per cent from 1925 to 
1930; 18 per cent for 1931-34; 15 per cent for 1935-39; a declining ratio of 
12 to 3 per cent for 1940-45 because of the increasing emphasis on new housing 
for war workers; and 12 per cent from 1946 to 1952. Data from the Surveys of 
Consumer Finances were used for recent periods, and the Financial Survey of 
Urban Housing of 1934 was used with modifications for earlier periods. The 
Financial Survey reports percentages of owner-occupied one-family dwellings 
acquired debt-free in twenty-two cities from 1900 to 1933. The estimates allow 
for the larger percentage of custom-built housing, more often purchased for all 
cash, during earlier periods and also for the varying proportions of multifamily 
housing construction where all-cash purchase is less frequent than in the case 
of purchase or owner-occupancy. 

In the second step it was estimated that 3 per cent of total expenditures for 
construction and land were financed by sales contracts during the early years 
covered by the table. This ratio was estimated to increase to 6 per cent in the 
mid-twenties and to fall subsequently, with a 1 per cent ratio for the period 
1946-52. Sales contracts, of course, have been used primarily in the Middle West 
and West, which tends to reduce the amounts involved in national estimates. 
Although data from David L. Wickens’ Residential Real Estate and from annual 
reports of the HOLC provided some guides, the estimates of sales contracts have 
a wide margin of error and should therefore not be used independently. But 
errors in this relatively small item would not seriously affect the aggregate esti- 
mates presented in the table. 

In the third step, the following over-all ratios of mortgage loans to total ex- 
penditures for construction and land were assumed: 65 per cent from 1911 to 
1918; 70 per cent for 1919-20; a gradual stepup to 78 per cent in 1928; a gradual 
stepdown to 65 per cent in 1933-34; and a gradual increase to 88 per cent in 
1943 and 1944 when the bulk of new residential construction was produced for 
war workers and under liberal FHA terms. For recent years the following ratios 
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were selected: 85 per cent for 1945, 80 per cent for 1946 and 1947, 82 per cent 
for 1948, 85 per cent for 1949 and 1950, and 80 per cent for 1951 and 1952, 
The latter ratios reflect the influence of credit restrictions imposed during the 
Korean hostilities which were, however, modified by the large volume of con- 
struction completed under 1950 commitments of liberal loans. Underlying data 
for recent periods were drawn from FHA reports, BLS surveys, the 1950 Census 
of Housing (Residential Financing), and the Surveys of Consumer Finances. 
These sources report ratios of loan to purchase price or to value for new con- 
struction. Guides for earlier periods were found in the Financial Survey of Urban 
Housing and in monographs of the National Bureau of Economic Research (Ur- 
ban Real Estate Finance Project). The Financial Survey reports ratios of debt 
to acquisition cost for one-family, owner-occupied houses in twenty-two cities 
at the time of purchase for the period prior to 1933. The National Bureau’s 
monographs give original loan to value ratios for mortgages made by a sample 
of life insurance companies, commercial banks, and savings and loan associations 
during the period from 1920 to 1934. 


COLUMN 4 


Represents all-cash acquisitions as described above under column 3 and equity 
funds used in acquisitions involving mortgage financing, on the basis of the ratios 
also given under coulmn 3. Columns 3 and 4 do not add up to column 2 because 
of the use of sales contracts as estimated under column 3. 


COLUMN 5 


Represents the ratio of equity funds used for the first acquisition of new resi- 
dential construction (and land) to the total expenditures for the first acquisition 
of new residential construction (and land). 


COLUMNS 6 AND 7 


These estimates are from the forthcoming monograph cited in footnote 1 to 
the article and are fully explained there. 


COLUMN 8 


Represents net changes in debt attributable to transactions within existing 
stock of residential real estate. 


COLUMN 9 


Net debt changes attributable to transactions within existing stock, as a per 
cent of debt at the beginning of year. 


COLUMN 10 
Mortgage loans on new construction as a percentage of net change in debt. 
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GOVERNMENT EXPENDITURE: SIGNIFI- 
CANT ISSUES OF DEFINITION 


C. LowELt Harriss 
Columbia University 


TAXATION HAS TRADITIONALLY dominated the study of public fi- 
nance. Expenditures have received far less economic analysis. Doubt- 
less more concern about expenditures will develop in the future. 
Three questions suggest the basis for interest of economists in gov- 
ernment spending. (1) How does total government spending affect 
the level of national income and of prices? (2) What are the 
economic, social, and other results of different kinds of spending— 
on highways, hospitals, pensions? (3) How can we spend more effi- 
ciently? Economizing has now become a major issue of public policy. 

However, to consider spending fruitfully, we need clearly to 
understand what we are talking about. This article discusses an 
assortment of problems of defining “government expenditure.” First, 
however, a few words about the “terms of reference.” 


PRoBLEMS CALLING FOR CLARITY IN THE CONCEPT 
“GOVERNMENT SPENDING” 


There are a variety of specific reasons why clarity in the use of 
the term “government expenditure” is important for economic 
analysis. 

1. One problem arises from the fact that the economies of differ- 
ent countries (or the economies of states, localities, or other sub- 
divisions) are often compared. In any comparison that uses gov- 
ernment expenditure, or taxation, the conclusions will likely be mis- 
leading unless (a) the scope of government expenditure is the same 
or (6) adequate allowance is made for the differences. A compari- 
son of the public finances of Britain, which pays for most medical 
services by government, and ours, which finances less than half of 
medical service, ought to take account of this difference. Yet, mak- 
ing “adequate” allowance for variations in scope is difficult. Similar, 
but less obvious, problems abound. 

2. Similar difficulties arise in historical studies. Comparisons of 
government spending today with that in the past may be misleading 
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if the objects, or scope, of the spending are not the same.’ The 
relatively greater use of highway transport today than in 1900, for 
example, involves proportionately more government, and less rail- 
way, expenditure. 

3. Analysis of government finance in generating national income 
and in affecting the level of prices requires a breakdown of expendi- 
ture totals. Government outlays on individual items may vary sig- 
nificantly within short periods of time. Further, it is typically neces- 
sary to distinguish between expenditures which require cash and 
those which do not. 

4. To a person interested in the opportunities of economizing in 
government spending, getting higher efficiency, the area of oppor- 
tunities is a vital matter.” For example, most costs of the postal 
service are not treated as government expenditures in most tabula- 
tions; yet the huge postal outlays outside the normal expenditure 
totals may well present opportunities for economy. 

5. Some items present problems because the “spending” falls 
outside the scrutiny of ordinary budgetary, or other control, pro- 
cedure.’ The degree of popular and legislative power over resource 
use by government is the central issue here. 

6. Similarly, we may be interested in the type and amount of 
resources (a) used by government, or (4) whose use is substantially 
influenced by government. . 

Some government expenditures have more effect on resource allo- 
cation than others. Firms selling to the United States government 
can be required to meet certain standards of wage payment. Gov- 
ernment spending in such a case is more “high powered” than nor- 
mal spending in determining the wage structure and presumably 
allocation. 

7. Finally, clarification of the concept of government expendi- 
tures is needed to help learn the obligations of tax payers. Two 
reasons can be distinguished. (a) A clear idea of the cost involved 
in resource use by government, translated into taxes, is essential 
for efficiency. Yet some “spending” may not appear as such, at 
least for a time, and thus need not be put into tax obligations 


1. See Solomon Fabricant, The Trend of Government Activity in the United States 
since 1900 (National Bureau of Economic Research, New York, 1952). This excellent 
study relies heavily on employment and other measures to supplement expenditure data. 


2. Economizing as used here is not necessarily cutting outlays. Often true economy 
requires larger spending, especially in the short run. Substitution of modern for obso- 
lete equipment is an obvious example. 


3. This point is broader than the preceding one, for it includes more than the area 
of economizing. 
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when the decision to spend is made. A desirable restraint on econ- 
omy may thereby be lost. (b) Taxes exert their own effects on re- 
source allocation, economic growth, and the level of income. We 
should at least try to take account of the secondary effects of taxes. 

Not all of these points are equally important and others doubt- 
less exist. However, the discussion below will use these points as 
“terms of reference.” 

The call for greater clarity which this paper tries to make is by 
no means a call for either a single or a simple concept. Needs are 
so varied that no single concept of government spending can be 
best for all purposes. In fact, as life seems likely to grow more 
complex, government finances can be expected to become more 
complex. The danger is that we will fail to keep our tools of anal- 
ysis—concepts and statistics—abreast of changing conditions. 


SpeciFic Issues or DEFINING “GOVERNMENT EXPENDITURE” 


The following issues of definition are of varying significance—in 
principle and in amount. The order has no special importance, nor 
is the discussion intended to include all ways in which the items 
are related to the points just noted. 

1. Government enterprises and self-supporting functions —Much 
economic activity is carried on by government agencies which 
charge for the services—the postal system, for example. The por- 
tions of the total postal cost covered by sale of stamps and other 
charges are not included in ordinary totals of government expendi- 
ture. Deficits only are treated as spending. Surpluses may be treated 
(a) as negative spending, in effect reducing the totals of other 
spending as reported or () as sources of revenue. 

For some purposes, notably the determination (a) of the demands 
on the tax-collecting mechanism and (d) of the net effect of changes 
in government cash flows on national income, this treatment seems 
satisfactory. One weakness, however, is that this arrangement leads 
to an underestimate of the magnitude of resources whose use is 
guided by methods of operations more or less peculiar to govern- 
ment. The United States postal service, for example, employs over 
500,000 people. The capital of such enterprises may be obtained 
at favorable rates; their operations may be free from the discipline 
of competition and/or hedged by legislative restrictions on spend- 
ing.* Managers of these enterprises may have little discretion about 

4. In the United States some “self-supporting” agencies have great autonomy in 


using resources, but for several years the tendency has been to bring them under much 
stricter executive and legislative control of spending. A clear contrast lies in the postal 
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setting their scales of charges. Or they may have great freedom 
and use it skilfully to get good resource use or to further political 
interest. 

A “government” element will exist in the spending of such enter- 
prises. Yet lumping the finances of all government enterprise and 
similar activities with regular government finances will not neces- 
sarily give a result that is most meaningful. Many agencies are 
independent enough to operate differently in significant ways from 
“typical” government agencies. Moreover, the fact that costs are 
paid by charges rather than taxes is significant. The relation of the 
benefit expected from a specific service to the payment for it may 
be close and thus distinct from most government activity. On the 
other hand, the ability to draw upon taxpayers may lead to poli- 
cies widely divergent from those the market would suggest.’ In 
short, resource allocation may be close to that of free markets or 
represent wide divergencies. 

2. Outlays, appropriations, obligations: cash vs. conventional 
budget.—Especially in the budget of the national government, there 
are different kinds of action (or, in the accounts, “classifications” ) 
which may be considered “expenditures.” Each has its usefulness, 
but the public may be misled by the lack of clarity that can result 
from the use of different concepts. 

Recently there has been discussion of the difference between cash 
outlays (“payments to the public”) and the spending shown in the 
“conventional” budget. Few people understand what is involved in 
an accounting or an economic sense. Cash expenditures and re- 
ceipts are funds actually paid out to, or received from, the public. 
The conventional budget differs chiefly by treating two large items— 
interest on some federal debt and some social insurance accounts on 
an accrual basis. For studying the effects of fiscal action on the 
total economy in the short run, the cash figures are most significant. 
The conventional budget, however, gives a better device for aiding 
in the management of government use of resources, especially for 
the long run. 


(government) and the telephone (private) services. Postal authorities have been limited 
in what they can spend on modernization and expansion to what Budget Bureau offi- 
cials and Congress will allow. The managers of the telephone industry have been free 
to seek funds in the money market to finance what seems to them desirable (subject 
to some control by regulatory authorities). 


5. The postal service may buy trucks and bags in the market about the way the 
most efficient business does with a “normal” allocative effect. Congress, however, may 
set some postal rates much lower relative to costs than others; users will then demand 
different amounts and perhaps types of resources to be used in postal services than if 
charges were different. 


é 
i 
( 
t 
( 


' : 
‘ 


Government Expenditure 355 


Other concepts are also important. One is appropriations.® These 
are the amounts being made available by the legislature for spend- 
ing or promises to spend. For studying economy and the allocation 
of resources—in the period ahead over which there remain oppor- 
tunities of control—appropriations provide a better measure than 
cash outlays or accruals. Figures for appropriations, however, do 
not tell when amounts will be spent or even that they will be spent. 
Appropriations are not always drawn upon; the resources may not 
be available—military equipment not technically developed—or an 
official may decide not to spend. Appropriations, in short, do not 
necessarily give a good guide to government outlays as the latter 
will affect national income or even of the timing of tax or borrow- 
ing needs. 

Obligations or commitments, as the terms indicate, are agree- 
ments to make purchases or procure services. Their importance 
as a separate “spending” measure arises chiefly in military buy- 
ing, but also in major construction projects. The economic effects 
may be spread over several years, but the formal signing of a con- 
tract to spend commits the use of resources more completely than 
the voting of appropriations. Hence there is need for this separate 
classification. 

3. Depreciation and other capital items.—The treatment of capi- 
tal items in government accounts is far from satisfactory. Although 
there is no agreement on what accounting would be best, recogni- 
tion of the issues, and some indication of the magnitudes, should 
help in making rational calculation about government use of re- 
sources.” 

a) Depreciation (as distinct from outlays for maintenance) is 
not generally counted as a current cost of providing government 
services. Obviously, then, on this score costs are understated. The 
costs thus ignored make no current cash demands. Yet any wear- 
ing out (above maintenance) is an accruing cost. In some significant 
respects it is an expenditure—of resources if not of money. 


6. In federal budget discussion, the term “obligational authority” is used. There can 
be some authority to obligate the government to spend before a formal appropriation 
has been voted. Moreover, funds appropriated but not spent before the expiration of 
the period allowed may be reauthorized so that obligational authority is in a sense re- 
created without an added appropriation. 


7. The Department of Economic Affairs, United Nations, in its report Government 
Accounting and Budget Execution, proposes treatment different from that which seems 
best to me. Space limits prevent me from analyzing the differences in detail. Briefly, 
I feel that the public needs extensive detail for good decision-making; it is always easy 
to cut out data not used but often impossible to get data not supplied by the official 
agency. 
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Increasingly, governments own capital equipment and fixed assets 
which depreciate. The amount of depreciation will depend sig- 
nificantly upon the kind of maintenance. Stinting on maintenance 
cuts current cash outlays and appears as a reduction of expenditures 
because the increase in depreciation does not appear as a cost. Offi- 
cials and the public can be misled by such actions. The danger of 
error would be less if depreciation were explicitly included in the 
accounts. Depreciation and obsolescence are, of course, extremely 
difficult to estimate. But to ignore them is to misrepresent costs. 

6) Outlays for government capital equipment are ordinarily 
treated as costs when made without any allowance in the accounts 
for the value of assets acquired.* In a sense, the full depreciation 
is taken at once. Military construction of long life has been treated 
as current expense even when obtained for the “long pull” of the 
cold war.’ If capital outlays were made in about the same amounts 
each year and on items of about the same life, the present account- 
ing treatment would be tolerably satisfactory. Such regularity does 
not exist, however. Consequently, we could benefit from accounting 
that distinguished between outlays clearly for current consumption 
and those for purchase of equipment with a life of more than three 
years. In deciding whether or not to acquire capital equipment, we 
can be misled by any implied necessity of thinking of the total cost 
as an expense of one year. The result will tend to be an allocation 
of resources that allots too little to capital outlay (while the ignor- 
ing of depreciation tends to discourage maintenance). For purposes 
of cash needs and the immediate effects in generating national in- 
come, however, the present treatment seems informative. 

c) Governments sometimes retire debts. States and localities are 
often bound to do so by the terms of debt contracts. The debt re- 
tirements are ordinarily treated as expenditures. Unfortunately, 
there is no assurance that the rate of retirements conforms to the 
net loss of value of assets. Where conformity is poor, one result 
can be a distortion in guiding resource allocation. A community 
retiring debt at a rapid rate may be making net savings but not 
recognize the fact. Consequently, it may fail to spend as much on 
current outlays or on new capital as it would if the true facts of 
its net burden were clearer. The opposite results may occur if debt 
retirement is slower than the net loss of value of the asset. 

d) A somewhat unusual type of “capital” transaction appears 


8. Implicit in some state and local accounts where borrowing is tied to particular 
facilities may be an allowance for the worth of assets acquired from spending. 
9. The billions spent on stockpiling materials valuable as a war reserve have been 


counted a current expense with little indication to the public of the value of the assets 
being built up over the years as an item of wealth. 
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in the United States government budget—loans made for which 
an asset is received in collateral. The full amount of the loan when 
made is treated as an expense with no allowance for the value of 
any assets received, and vice versa. 

Part of the system of aid to farmers, for example, involves grant- 
ing loans on crops which are stored as security. The loan is counted 
as a current expenditure when made—it is a cash outlay at the 
time; in the accounts as normally presented, there is no offset for 
the value of the wheat or cotton or other product stored as col- 
lateral. Yet if the farmer “defaults” on the loan, the government 
receives the stored crops; the amounts it receives from sale are 
treated as revenue or negative spending. Similarly, if the farmer 
decides to take back his produce and repay the loan, what the 
government receives as repayment is treated in its accounts as 
revenue or negative spending. From year to year, therefore, the 
total of government spending as stated can fluctuate by several 
hundred million dollars because of this shifting of position. 

Export-Import Bank, Rural Electrification, RFC, and other loans 
are generally treated as spending when made and negative spend- 
ing when repaid. For some housing loans roughly comparable treat- 
ment has more than once involved hundreds of millions of dollars 
a year. Such treatment is satisfactory for some purposes, such as 
analysis of government needs for cash. The treatment may be very 
bad for other purposes, however. “Economy in government,” for 
example, may become identified in the public mind with not making 
new loans—even though the assets that would be acquired for the 
cash paid out would be fully adequate and the investment of loan 
funds potentially very productive. 

e) Another kind of transaction, partially at least of a capital 
nature, occurs when government makes a lease to use property. 
Most post offices, for example, are owned privately but leased to 
the government. Entering into a lease is an engagement much like 
incurring debt. Yet the capital value does not appear as an obliga- 
tion, nor the right of use as an asset. To do so would be extremely 
difficult and perhaps not very helpful. Nonetheless, making such 
commitments is not unlike spending and calls for as much careful 
control over contract terms as cash spending.’® 

f) Sale of assets is not unknown. The sale of large quantities of 


10. Each transaction is likely to be unique, more so, of course, when real estate rather 
than business machines are involved. Scrutiny by outsiders is made harder by the 
uniqueness. Moreover, the fact that the dollar amount of the commitment is not all 
paid when the lease is made can lead to less than desirable public interest in the terms. 
It may be, therefore, that financial looseness and political favoritism are somewhat en- 
couraged by the use of leasing rather than outright purchase. 
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U.S. war surplus was an example. The proceeds were treated as 
revenue (or negative spending), a treatment that could mislead the 
public, not for cash needs but for the net economic cost of current 
government. The reduction in the total of government-owned wealth 
was not treated as spending. Proposals are now made seriously that 
the federal government sell its synthetic rubber plants and electric 
power facilities to reduce the government debt. Whatever the merits 
and demerits of sale for other reasons—such as changing manage- 
ment—the proposal makes little sense as a means of reducing debt 
(unless sale is made on notably favorable terms) .' 

4. Payments to be made in the future——Timing of government 
costs involves broader issues than those mentioned in dealing with 
capital equipment. Human services may be obtained without current 
payment of full costs. A common example is the failure to include 
in each year’s costs the rights to future pensions that accrue for 
services performed in the year. We promise retirement pensions 
larger than the amounts now being paid or set aside. If government 
employment, wages, and prices were stable for a generation or so, 
this problem could be easily solved; cash outlays on a consistent 
basis would equal accruals nearly enough to make cash expendi- 
tures a reliable measure. Obviously, however, the last two decades 
have been marked by great instabilities. Consequently the simple 
basis of assuming equality of cash and accual accounting for pen- 
sions has not been justified. In effect, one of the money costs of 
inflation has been postponed; the public passes to the future the 
responsibility of paying larger money amounts for pension rights 
accrued in the past. 

Another case is less clear, but probably larger dollar-wise. Polit- 
ical benefits can be gained for actions today whose major, or entire, 
cost must be paid in the future. Making decisions to spend separate- 
ly from making decisions to get the funds to pay is an economic 
and political fact of some significance; a system of government ac- 
counts that permits or encourages such separation is less than ideal. 
(Incidentally, business can seldom act this way.) 

5. Guaranties—A government use of financial power which may 
elude expenditure totals even when exerting considerable influence 

11. Conceivably, the property might be worth more in private, than in government, 
ownership. If so, buyers might pay more than the value of the asset when owned by the 
public. The issues here are very complex, if only because of the intricacies of tax con- 
siderations (which would seem to make the property worth less to private owners than 
to government). Actual management of some plants, it might be noted, is now in pri- 


vate hands, so great change in value as a result of sale would not seem probable. Greater 
freedom, however, could perhaps result in net change, good or bad. 
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is the guaranty of a loan or some similar commitment.’? Without 
current drain on taxpayers, the use of the economy’s resources is 
guided significantly by the guaranty. A contingent government 
liability is created. 

Risk bearing is a critically important function in economic de- 
velopment, but one whose costs are always hard to judge in advance. 
By guaranties, government may perform the function of risk bear- 
ing without any cash outlay, at least until long after the venture is 
under way. 

One aspect of risk assumption sometimes overlooked is that it 
makes possible non-risk investment. A policy of low interest rates, 
for example, will not be effective unless someone is willing to as- 
sume debt and others are willing to accept it. Debt involves the risk 
of non-payment, and private credits will not ordinarily be granted 
unless the debtor possesses equity as a cushion for repayment. If 
government guaranty provides an effective substitute for equity 
resources, investment financed by debt can be stimulated if other 
conditions are favorable. 

Conceivably, then, little or no actual outlay on guaranties may be 
needed to implement a policy that may have significant effects on 
the national income. The controls on what is done in specific cases 
may be essentially different from those of government spending 
and foreign to the normal budget process. The initiative may lie 
quite outside government agencies—with the demanders of guar- 
anties rather than the supplier (government). Resource allocation 
may be affected substantially—for example, a gap may develop be- 
tween resource uses that qualify for guaranties and those which do 
not. All by the promise to spend under certain conditions that may 
never develop! 

6. Use of government property on less than the best terms.*— 
Governments own and control property which is used privately. If 
the terms on which the property is leased (or otherwise made avail- 
able) to others are not the best possible, there is a use of resources 
somewhat like spending. Someone gets a net benefit at the expense 
of someone else, probably taxpayers, granted deliberately, perhaps 
as a substitute for a transfer payment. The use of “public housing” 

12. The term “guaranty” is used here to include insurance when the government 
assumes some of the cost or risk. 


13. If, as in FHA loans, an insurance charge is made, the liability of government 
may be very small except under most unusual conditions. 


14. Sale at other than open-market prices determined competitively, or sale on a 
long-term loan basis with exceptionally favorable interest rates, may provide the same 
result. 
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is a common example. The loss of receipts the government would 
have received if rents were set competitively is not counted as spend- 
ing. Yet there is an allocative result somewhat similar to spend- 
ing. The relative effects on people are of much the same general 
nature, but possibly different in their incidence from those of rais- 
ing the same amount by taxes and then spending it. Normal budget- 
ary controls seldom apply. The costs of sacrificed alternatives do not 
appear in expenditure accounts. 

7. Services received by government without full compensation — 
Governments acquire the services of people and property without 
paying the full price. Government exercises its powers of coercion 
to use resources directly rather than taking money in the form 
of taxes or borrowing and then using the funds to buy labor and 
materials in the market. It also receives services given freely. 
Spending figures that include only money amounts give an incom- 
plete measure of real resources used. 

At one extreme is conscription, chiefly military. In hiring most 
personnel, government must compete with other employers. Gov- 
ernment wage and salary payments, therefore, give at least a rough 
measure of the value of the services withdrawn from the private 
economy. Where conscription is used, however, the pay may be 
very different—higher but more probably lower—than the men 
could get in private jobs (and certainly different from what would 
attract many of them freely to the military services). One result is 
that money expenditures are not a reliable guide to the worth of 
resources used, especially for military purposes. Even more certain- 
ly, the military expenditures of two countries can give a poor basis 
for comparing their efforts in real terms. Prison and other compul- 
sory labor present similar measurement problems. 

Property is also conscripted for government use—with payment 
varying from generous to none at all. The largest examples today 
(ignoring the more complex issues of inflation) are to be found in 
the compulsory savings systems of social insurance. The community 
can get the use of savings without paying the full costs as a govern- 
ment expenditure. Someone pays in a real sense and probably not in 
the same proportions as the tax savings. Whether the amounts at 
the margin are large enough to be significant I would not venture 
to guess.’® 

On the other hand, public services are provided voluntarily. 
Rather than levying taxes and paying ourselves for services, we 


15. Most families paying 10, 20, or 30 per cent on instalment loans are being forced 
to save under OASI, whose accounts receive 2 per cent from taxpayers. 
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provide some freely, or at far less than what would be a free market 
price. Such services are probably most important for local govern- 
ments, but state and national governments also enjoy them. The 
amounts and the significance are impossible to measure. As a method 
of getting resources, the appeal to voluntary services brings uneven 
results, depending upon the spirit and purpose involved, tradition, 
prestige, and other intanglible factors. During World War II the 
response was often excellent, for example, but obtaining persons 
for civilian defense duties since 1950 has been notably unsuccessful. 
I know of no sytematic effort to examine the appropriateness of 
criteria for deciding what kinds of government activties should be 
compensated and what kinds expected freely.‘*® For example, does 
failure to put a price tag on services lead to poor allocation of re- 
sources, including that exceptionally valuable “resource,” public 
spirit and desire to serve the community? 

8. Tax refunds—Overpayment of taxes require refunds which 
may be treated (a) as government expenditures or (b) as deduc- 
tions from receipts. Current collection of income tax can create the 
need for refunds that are of more than nominal size in national ac- 
counts. Any study of the cash needs of governments, or of the flow 
of funds as they affect national income, must take account of tax 
refunds, especially if the amounts are not regular. Otherwise, it is 
misleading to include refunds among government spending unless 
the amounts are shown separately and their significance indicated." 
Carry-backs of business losses present refund problems of a special, 
and an unusually interesting nature. Their significance is both in 
allocation (risk vs. safe investment) and in the broad flows of 
funds as effecting national income. Abatements of tax assessments 
requiring no actual money payments are still more difficult to clas- 
sify, measure, and evaluate. 

9. Intergovernmental payments.—Financial aid from one govern- 
ment to another has become increasingly important. Obviously, the 


16. Congress in setting up civil defense has refused to vote more than modest amounts, 
relying chiefly on voluntary services. One implication is that the problem is local and 
confined to a relatively few areas. But let us contrast with another situation. In Amer- 
ica we pay some farmers, a small minority of the population, to improve the value of 
their own land, on the face of things apparently a bit foolish. One argument for such 
payment is that taxpayers everywhere have an interest in the sources of future food 
and fiber supplies. Farmers’ representatives in Congress (among others), however, are 
unwilling to vote funds to pay urban dwellers for civilian defense efforts. Yet do not 
farmers have an interest in the supplies they must get from cities? 


17. United States government accounts now treat refunds as reductions of receipts. 
The control over refunds, incidentally, may be very different from that over expendi- 
tures and lie more in the discretion of administrators than is always desirable. 
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same dollar should not be counted twice, as an expenditure by both 
levels of government, except to the degree that duplication and its 
significance are made absolutely clear. Fortunately, American sta- 
tistics are now good enough to remove any excuse for double count- 
ing.’* Yet intergovernmental payments have other spending aspects 
which are less easily examined—their influence on the allocation of 
spending, for example. Grants from one government which are con- 
ditioned upon another government’s matching funds, or spending 
in certain ways, can lead to both (a) totals and (4) compositions 
of spending that would not otherwise be made. In terms of alloca- 
tion, then intergovernmental payments may be more “high powered” 
than other spending. Two totals of government spending of the same 
size may have significantly different effects on the allocation of re- 
sources, depending upon the importance and nature of intergovern- 
mental grants, especially matching grants. 

10. Relief from taxes as a substitute for spending—A govern- 
ment can sometimes accomplish things that cost money without 
spending or using obvious compulsion. By agreeing not to impose a 
tax, government does something economically similar to spending. 
Yet the totals of government spending never include the values of 
tax exemptions given to encourage activity. We could rarely, if ever, 
get the data necessary to determine with reasonable accuracy the 
amounts of exemptions from income, property, sales, death, and 
other taxes. But the totals are large and probably growing. 

As tax rates rise, the value of tax exemption also arises. In prac- 
tice, however, the policy of granting such relief is not re-examined 
when changes in tax rates alter the value of an existing exemption. 

Exemptions and similar kinds of tax relief are designed partly to 
offset the effects of a specific tax and partly to reduce the need for 
expenditures. To some students tax relief seems a rather crude sub- 
stitute for expenditures. The United States, for example, gives spe- 
cial income tax exemptions to persons over 65 years old, presumably 
to help the needy; yet, the old persons in greatest need will have 
incomes too low to be subject to income tax in any case. While some 
persons benefiting are prosperous and would not receive aid if Con- 
gress were providing it directly. We grant tax relief to encourage 
some activities which legislatures have shown no inclination to sup- 
port by outright spending. Notable are income and death tax exemp- 
tions of gifts and bequests to religious, artistic, educational, and 


18. The fact that budgets of three levels of government are considered and acted 
upon separately is almost certain to produce exaggerated ideas of total spending. Few 
citizens can carry in mind enough detail to permit accurate adjustment for intergovern- 
mental payments. 
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other such organizations. In effect, individuals and businesses in 
their private capacity receive freedom to use funds that would 
otherwise go to government, which would use them differently (or 
lower taxes on persons who would not use them in the same way). 
Occasionally, some of the compensation of government employees 
is a tax exemption. Some of the cost of military procurement and 
housing aid is tax relief of a special sort. To exclude the value of 
tax relief from expenditure totals is generally wise. For analysis of 
resource allocation the omission may be misleading. The tax exempt 
status of government real estate reduces the pressure for most valu- 
able use. The employment of funds not collected in tax is rarely 
“policed” carefully. 

11. “Deductibility” and private use of resources—vVery similar 
to tax exemptions are “expense” deductions in computing tax liabil- 
ity. Kinds of expenditure that are deductible from tax bases where 
rates would be high take on special significance. For the taxpayer 
they are “cheap” dollars. Resource allocation is bound to be af- 
fected if dollars have different values. The taxpayer in a sense re- 
ceives power to use government funds. The high living of the “ex- 
pense account elite” is now a familiar example, but other cases are 
doubtless important. Legislative or administrative definitions of 
“deductible” will affect revenue. Greater “generosity” is akin to 
more spending but with the action left to private persons or groups. 

The amounts may be widely different from what would be made 
outright—the hundreds of millions allowed each year in oil well 
depletion over capital investment, for example. As with exemptions, 
expense deductions are examined less deliberately by legislators and 
government administrators than outright spending. The direction of 
private spending—to pension funds or advertising or research or 
modernization or debt financing—can be influenced profoundly in 
a world of high tax rates by the rules about what is deductible as a 
business or personal expense. In terms of national accounts in any 
one year the effects of one policy of deductibility as against another 
will seldom be impressive. The effects on the structure of the econ- 
omy over, say, ten years may be highly important. 

12. Trust, insurance, and similar accounts——Great diversity 
makes generalization difficult. A local government pension fund 
may differ in many ways from the National Service Life Insurance 
Fund. Trust funds (from past bequests) to buy books from the 
local library or art gallery, or accounts financed by insurance 
premiums, are not easily classified for analysis. Some may serve as 
at least partial substitutes for tax-financed spending. Some have 
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cash flows that are large enough to be important in national ac- 
counts, at least if they change much—notably unemployment in- 
surance funds. Some use resources and perhaps, as in the case of 
pension funds, use enough to affect allocation appreciably. State 
and local funds are large enough in total to create important prob- 
lems of public management. Funds in foreign countries owned by 
the national government are used in various ways that are not al- 
ways apparent in budget accounts.’® 

To varying degrees these units are directed by the political rather 
than the market process. Some are essentially philanthropic. No in- 
ventory of all accounts of this type has ever been made, but some 
data on the major federal examples are available; we know of the 
existence of the largest amounts but little of how their “spending” 
differs from what would otherwise exist. 


CONCLUSIONS 


The purpose of this paper has been to call attention to important 
areas, to stimulate study and perhaps measurement. Fortunately, 
the Bureau of the Budget with some congressional support, and 
the government’s division of the Bureau of the Census have made 
notable accomplishments in presenting data that permit answers to 
some of the questions raised. Moreover, the measurement of those 
elements of variation which affect national income accounts has 
proceeded impressively. Measurement of the allocative aspects is 
most difficult. But awareness of the existence of problems may per- 
mit somewhat more accurate analysis of the role of government in 
our economy, somewhat more careful scrutiny of resource use with 
some or all of the features of “government expenditure.” 

19. My own impression of an example—use of funds in one country to stimulate 


productivity—is highly favorable. The flexibility permitted seems to have been used 
with imagination, tact, and good results. 
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GROWTH AND COMMON STOCK VALUES 


Joun C. CLENDENIN AND MauricE VAN CLEAVE 
University of California, Los Angeles 


FoR ALMOST A GENERATION the identification and appraisal of 
“growth” stocks has been a topic of absorbing interest to investors. 
An almost unlimited volume of literature has discussed the features 
of growth industries and growth stocks and the advantages to be 
found in them. These advantages are said to include many things, 
but emphasis is usually laid upon sturdy quality, increasing earnings 
and dividends, and above all a high probability of substantial capital 
gains. 

It is obvious that an investor obtains satisfactory dividend returns 
and/or capital gains on stock investments only when he purchases 
them at reasonable prices. This is especially true of growth stocks, 
which admittedly should sell at prices which reflect their growth 
potential but which may be priced high or low because of speculation 
or uninformed trading. It is the purpose of this article to suggest 
some criteria for judging the reasonableness of the prices of growth 
stocks. Our presentation will be made in four steps: (1) We shall 
illustrate the price-earnings ratios and yields prevailing in April, 
1954, on growth and non-growth stocks, and give some examples of 
price appreciation between 1940 and 1954 in such stocks. (2) We 
shall reaffirm and comment on some aspects of the theory that the 
market prices of stocks should be related to the discounted values of 
probable future dividends to be paid by the stocks. (3) We shall 
develop evidence on the speed of “growth” which has been attained 
during the past twenty-five years by major established corporations. 
(4) We shall present tables which will indicate the mathematical 
values at reasonable discount rates of stocks which are assumed to 
pay dividends at increasing rates in future years. These tables will 
have the function of disclosing the mathematical values of stocks if 
their dividends tend to grow at various possible rates for specified 
periods of years, and, conversely, they will disclose the rates of 
growth and periods of growth which must be expected in order to 
justify some of the prices now being paid for growth stocks. 
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1. PricE AND Price APPRECIATION 


The earnings record of such stocks as du Pont, General Electric, 
and International Business Machines certainly supports allegations 
of quality, earning and dividend increase, and progressive market 
appreciation. The record of past price appreciation in these stocks 
also supplies ample justification for the relatively high prices (in 
terms of current earnings, dividends, or book values) which investors 
normally place upon growth isues. Tables 1 and 2 present some com- 
parative data on the earnings and prices of well-known growth and 
non-growth stocks. Table 1 shows clearly the high price-earnings 
and price-dividend ratios which characterize du Pont, GE, IBM, and 


TABLE 1 


APRIL, 1954, PRICES OF SELECTED STOCKS AND STOCK 
GROUPS EXPRESSED AS MULTIPLES OF 1953 PER 
SHARE EARNINGS AND DIVIDENDS 


Price as a Price as a 

Multiple of Multiple of 

Stock or Group Earnings Dividend 
Dow-Jones Industrials......... ere 19.3 
Chase National Bank. . 23.0 
du Pont de Nemours..............-. 25.3 31.3 
General Electric. ....... 20.8 26.7 
General Motors.................... 10.3 37.3 
International Business Machines ee 82.5 
International Harvester....... . 9.0 
Monsanto Chemical................ 17.5 34.4 
Standard Oil of New w Jersey. ices See 18.9 


Monsanto, in contrast to the other values presented. Table 2 shows 
the recent spectacular capital gain records of GE, IBM, Kroger, 
Sears Roebuck, and Standard Oil of New Jersey, but raises some 
doubt about the financial miracles allegedly being performed by 
du Pont and Monsanto. The limited gains of Monsanto and du Pont 
in this 1940-54 period actually result from their high prices in 1940; 
this situation illustrates one of the key points to be made in this 
paper; it will be discussed in connection with our Table 6. 

For the sake of reasonable clarity we shall define a growth stock 
as a common equity in a corporation whose earnings and/or divi- 
dends are expected to increase progressively for a considerable 
period of time. Presumably a growth equity would “grow” a little 
faster than the ordinary run of good stocks, since our investigation 
indicates that most good stocks grow. Furthermore, it is presumed 
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that in the main a growth characteristic implies gains in real terms, 
hence is not exclusively the product of bigger dollar figures due to 
price-level inflation. If these conditions are fulfilled, a growth stock 
would generally represent an equity in a concern which, because of 
an expanding industry, superior management, successful research, 
or competitive superiority, is able to earn a wide profit margin and 
add progressively to its per share resources and earning power. 


2. THE PRESENT VALUE THEORY 


It seems reasonable to believe that few major corporations will in 
the next few decades be able or willing to liquidate their assets and 
distribute their resources in cash to their stockholders. Consequent- 


TABLE 2 


PERCENTAGE INCREASE IN STOCK PRICES 
APRIL, 1954, AVERAGE COMPARED 
TO 1940 AVERAGE 


Stock Increase 
Dow-Jones Industrials............. 
Chase National Bank................. 
du Pont de Nemours. . 198 
General 2% 
General Motors..... . 194 
International Business Machines... .. 600 
International Harvester. ... 85 
Monsanto Chemical.................. 161 
Sears Roebuck...... 
Standard Oil Co. of New Jersey....... 395 


ly, the chief advantage in being a stockholder lies in the right to 
receive cash dividend payments in the future, when and if they are 
paid. This reasoning has led value theorists to conjecture that under 
stable “normal conditions” a rational stock market would attempt to 
appraise a share of stock approximately at the sum of the mathe- 
matical present values of all expected future dividends to be paid 
thereon, using a compound discount rate commensurate with the 
risk.’ The theorists have the usual difficulty in translating this sub- 
jective approach into a price market, and a number of variants of 
the basic present-value-of-dividends idea are abroad, but the idea 
itself seems generally accepted. The argument that the average stock- 
holder expects to receive a few dividends and a sale price instead of 

1. This is standard doctrine. See John B. Williams, Theory of Investment Value 


(Harvard University Press, 1938), or George H. Evans and George E. Barnett, Prin- 
ciples of Investment (Houghton Mifflin Company, 1940). ; 
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an indefinite series of future dividends is usually disposed of by 
noting that the expected future sale price is simply the market value 
of the future dividends as evaluated at that time. The basic theory 
thus remains the same. 

But the busy practitioners of the auction market have little time 
for conjectural estimates of year-by-year future dividends, and their 
painstaking conversion into a summated present value. They have 
developed a quick and simple method, which finds expression in the 
common practice of estimating a present “normal rate” of per share 
dividends and earnings, multiplying the dividends by about 20 and 
the earnings by about 14, and averaging the products as a “normal 
times” appraisal. If the quality of the stock is unusually high or if 
future growth in earnings and dividends is expected, the multipliers 
are increased; if quality lacks or earnings decline is forecast, lower 
multipliers are used. This process has the merit of giving due weight 
to both earnings and dividend rates, which seem sound in both 
theory and practice. It has the disadvantage of treating both earn- 
ings and dividend rates as perpetuities, in a world where change is 
commonplace. And it has the great disadvantage of making a growth 
stock seem fantastically high at 20 times earnings or 30 times divi- 
dends, when in truth it may not be high at all. 

Consider, for example, the case of a strongly intrenched and 
profitable growth stock now paying $1.00 per year in dividends. 
Assume that this dividend rate is based on a growing earning power 
which seems likely to increase at an average rate of 5 per cent 
(compounded) per year. Assume further that investors require a 5 
per cent return on their money, if they undertake risks of this sort. 
On these assumptions, the dividend rate payable one year hence will 
tend to be increased by a growth factor of 5 per cent, which will be 
enough to offset the present-value discount factor at the same rate 
(1.05) thus indicating that the present value of next year’s divi- 
dend is the same as the immediate cash value of the current one. 
Similarly, the amount of the dividend two years removed will be 
D  1.05*, and its present value factor becomes 1.05~*, giving this 
dividend also the present value of the current rate. 

Repetition of these calculations leads to the inevitable conclusion 
that under these assumptions the dividend of each future growth 
year will have a present value equal to the cash rate of the current 
year; and to the sum of these must be added the present value of 
the dividends of the additional future years beyond the growth 
series. Thus, on the assumptions stated, a $1.00 dividend stock with 
a prospect of 30 years of growth plus 30 years of stable payments 
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thereafter, may fairly sell at $454 today, or at a 2.21 per cent cur- 
rent yield basis (cf. Table 4). More fantastically, a $1.00 dividend 
expected to increase at 5 per cent forever has a present value of 
$1.00 multiplied by infinity! 

We have not yet seen any growth stocks marketed at the price of 
infinity dollars per share, but we shall hereafter be watching. Of 
course, many investors are skeptical and would probably wish to dis- 
count the very large and remote dividends in this perpetually grow- 
ing series at a high discount rate, thus reducing our computed value 
per share to a figure somewhat below the intriguing level of infinity. 


3. How Fast Do THeEy Grow? 


We turn now to the question of probable percentage rates of in- 
crease in corporation earning and dividend-paying power. In making 
the tests reported in Table 3 below we have concerned ourselves 
with the “growth” of large and established concerns such as du Pont 
and IBM. Clearly, long-range average growth rates as they affect 
most investors are best illustrated by the progress of these estab- 
lished concerns, rather than by the abnormal spurts made by special- 
ized producers in some of the electronics and plastics fields since the 
war. Secondly, we are not here attempting to predict future growth 
rates; rather we wish to determine what average growth rates have 
been achieved by large concerns in the past, in order to suggest 
norms for future estimating. Comparisons with “non-growth” con- 
cerns and market averages are added to provide perspective. Third, 
we have measured the 25-year average growth rates (using a visual 
inspection method of fitting a constant percentage growth line) of 
both per share earnings and dividends, and are reporting an average 
of the growth rates in the few cases in which they differ preceptibly. 
Due allowance has been made for the effects of stock splits, stock 
dividends, etc., and for the non-recurring influences of depression, 
war, boom, price controls, and EPT on the growth trends we are 
attempting to measure. 

By far the greatest “growth” influence observable on our earnings 
and dividend figures has been that of commodity price-level changes. 
We are reporting our measured growth rates both as they actually 
occurred and as they appear when the basic earnings and dividend 
figures are divided through by the Wholesale Price Index. We con- 
cede the inaccuracy of any such price-adjusting system as this, but 
we believe that the adjusted growth rates are reasonably related to 
those which would have been achieved under stable price conditions, 
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hence indicate the “recurring” growth impetus which might be char- 
acteristic of a non-inflationary future. 

Table 3 shows that there are important differences between the 
growth rates of different industries and companies. No attempt is 
made here to single out cases, even those as simple as compounding 
due to reinvestment of earnings. We simply note that some growth 
rates are rapid, some are slow, and—significantly—many are inter- 
mediate, neither fast nor slow. Clearly, some growth is typical, and 
will have its effect on the long-run value of most stocks. 


TABLE 3 


APPROXIMATE AVERAGE ANNUAL PERCENTAGE GROWTH RATES 
FOR EARNINGS AND FOR DIVIDENDS DURING 1929-53 INCLU- 
SIVE FOR SELECTED SHARES AND SHARE GROUPS 


Adjusted To Eliminate 
Actual Effect of Commodity 


Data Price Changes 
Dow-Jones Industrials................ 5 2 
Chase National Bank. . veces hes 2 —1 
General Electric. ...... 4 
International Business Machines ok 5 
International Harvester............... 5 2 
Sears Roebuck. . 3 
Standard Oil Co. ‘of New 4+ 


4. PRESENT VALUES OF GrowING DIVIDENDS 


The standard present-value-of-annuity tables provide an easy 
method of evaluating stocks which seem to promise a stable rate (or 
average rate) of dividend distribution for periods extending into the 
distant future. Mathematically, these tables simply provide the 
sums of the present values of a series of $1.00 annual dividends ex- 
tending a stated number of years into the future, valued at stated 
compound discount rates. Thus a $1.00 dividend rate discounted at 
5 per cent is worth $12.46 if expected to last for 20 years, $17.16 if 
expected to last for 40 years, $18.93 if expected to last for 60 years, 
and $20.00 if expected to continue forever. It should be noted that 
all of these present-value calculations assume that the future divi- 
dends represent the total recovery which the investor will derive 
from the stock, and must therefore include the recovery of his prin- 
cipal in small instalments as well as net income. Thus a $1.00 annual 
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dividend extending over 60 years promises to net 5 per cent on a di- 
minishing balance and amortize an $18.93 present investment as 
well. But a growing dividend provides an ever increasing annual sum 
to be discounted, and thus leads to a total (present value) appraisal 
which can be very large in comparison with the current dividend. 
Due to the almost infinite variety of assumptions upon which any 
calculations of the total present values of growing dividends would 
have to be based, there are no general tables from which the figures 
can be read. We have attempted to illustrate the impact of growth 
upon total present values by calculating Tables 4, 5, and 6.? In doing 


TABLE 4* 


THE PRESENT VALUE OF ALL FUTURE DIVIDENDS ON A STOCK 
Now PAYING $1.00 PER ANNUMT 
(computed values to nearest quarter dollar) 


GrowTH STABLE ANNUAL GrowTH Rates ExpecTEeD 

Periop) DivimEenD 

(Years) Periop 5% 4% 3% 2% 1% 0% 
Nae 60 $18.93 $18.93 $18.93 $18.93 $18.93 $18.93 
50 28} 26 24 224 203 18.93 

40 37 32} 281 244 213 18.93 

ee 30 45} 374 31h 26} 223 18.93 

40...... 20 52} 41h 334 274 223 18.93 

ee 10 573 44} 343 273 224 18.93 

ae 0 60 45} 35} 28 223 18.93 


* The computations used to develop Tables 4, 5, and 6 are all based on the assumption that each year’s 
dividend is received at the end of the year, and includes in full any augmentation of rate due to growth during 
the year. Hence, any year’s dividend during a growth period is the initial rate times (1 + 7)®, and its present 
value is obtained by multiplying by (1 + i)-®. The stabilized dividend following a growth period is the amount 
paid in the last year of the growth series. Computations were made by slide rule. 


t If the dividend is expected to increase at the indicated compound rate for the indicated period of years 
and then stabilize until 60 years from today and then cease, and if a 5 per cent return is required. 


so, we have arbitrarily decided to assume that corporate dividends 
beyond the first 60 years are too conjectural to have value. Our 
tables therefore all predicate a permanent cessation of dividends 
after 60 years. This is not a drastic assumption, however; if we 
assumed that the 60th-year dividend continued in perpetuity, our 
present values would be increased by only 3 per cent to 10 per cent. 

Table 4 is designed to stress the importance of speeds of growth 
and of the length of time over which growth is expected to continue. 
It will be observed that 60 years of dividends at a $1.00 annual rate 
have a present value of $18.93, but if the initial $1.00 dividend rate 
is expected to grow for 20 years at 5 per cent (compounded rate) 
before stabilizing, the total present value is nearly doubled at $37.00. 
Expected continuation of the 5 per cent growth rate for the full 60 


2. The calculations are more laborious than difficult. However, we are indebted to 
Professor Clifford Bell of the UCLA Department of Mathematics for suggesting several 
time-saving short cuts which made our task easier. 
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years would of course lift the present value to $60.00. Naturally, as 
the table shows, growth expectations at lesser rates would result in 
more modest present values. 

The significance of this table may be illustrated in the case of 
Monsanto Chemical. This thriving concern has maintained an aver- 
age growth rate in real terms (see Table 3) of slightly over 5 per 
cent per year for a quarter century. Its present (late April, 1954) 
price of $86.00 represents approximately $34.40 for each dollar of 
its $2.50 annual dividend rate. If the investment assumptions of 
Table 4 are satisfactory and another 30 years of 5 per cent growth 
can be anticipated, Monsanto could sell for $45.00 per dollar of 
dividends today and not be overpriced. Or to test the actual $34.40 
price in the table, this price evidently anticipates a continuation of 
the 5 per cent growth rate for about 16 or 17 more years, and if 
growth beyond about 1970 (1954 + 16) should appear likely, the 
market price could justifiably rise. 

The case of International Business Machines is a little harder to 
classify. The earnings on this stock are experiencing a sharp upsurge 
at the moment, and the dividend rate has lagged far behind its nor- 
mal ratio to earnings. As we read the 25-year growth record, a real 
growth trend of about 5 per cent per year has been characteristic. 
However, the present earning power of about $10.00 per share would 
have been accompanied normally by about $6.00 in dividends, in- 
stead of the modest $4.00 which current policy permits. Normal 
long-range values must be estimated with a normal future payout in 
view—and if we arbitrarily assume a $6.00 dividend level as of now, 
we find that the $265.00 price (in May, 1954) represents over 
$44.00 for each dollar of dividends. (Based on the actual $4.00 
dividend, the price is 66 times dividends.) This high price could be 
justified only by unprecedented growth in the near future, which 
would provide large early dividends with large present values. How- 
ever, the company’s historic growth rate of 5 per cent per year (com- 
puted in real, not dollar, terms) will not justify present prices unless 
it continues for at least 28 more years—truly a long-range specula- 
tion—for it must be assumed that most of the eager buyers at pres- 
ent prices are counting on even further price appreciation. Natural- 
ly, these remarks are only applicable if the 5 per cent return and 
other conditions of Table 4 are accepted, and if further price-level 
inflation is not projected. 

But Table 4 has yet another important message for the income- 
minded investor. We have already noted that the earnings and divi- 
dends of most “mature” strong stocks grow a little with the years, 
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even in real terms—and the probabilities of a politically managed 
price level have still further implications here when dollar amounts 
are being considered. Table 4 indicates that even slow growth, at the 
rate of 1 per cent or 2 per cent per year will justify stock prices 
ranging from 22 to 28 times dividends. And even the more conserva- 
tive discount rates envisaged in Table 5 will not completely erase the 
beneficial effects of persistent slow growth. 

In Table 5 we illustrate three principles characteristic of ap- 
praisals based on compound discount. First, it should be noted in 
comparing the 5 per cent and 6 per cent columns that a change in 
the discount rate makes a very sharp change in the total appraisal. 


TABLE 5 


THE PRESENT VALUE OF ALL FUTURE DIVIDENDS ON A STOCK 
Now PAYING $1.00 PER ANNUM* 


Assumed Stable Present Value Present Value Present Value of Dividends 
Growth Dividend of Dividends of Dividends First 20 Yrs. at 4 Per Cent 
Period Period at 5 Per at 6 Per Next 20 Yrs. at 6 Per Cent 
(Years) (Years) Cent Cent Last 20 Yrs. at 8 Per Cent 

Oe 60 $18.93 $16.16 $17} 
50 26 22} 24+ 
40 323 26% 29 
30 37} 303 313 
20 413 33 333 
10 44} 343 34} 
0 453 353 34} 


per cent return is required. 
Second, it should be noted that the early dividend years are of high 
importance in the total appraisal, since they have a relatively high 
present value, and if they look secure enough to justify a discount 
rate of only 4 per cent they will compensate for a higher discount 
rate applied against the larger but more conjectural payments of the 
later years. Third, when a substantial discount rate such as 8 per 
cent (see the last column of Table 5) is applied against the truly 
conjectural expectations of large dividends in far distant years, we 
find that the results seriously deprecate the long-range wisdom of a 
price exceeding 30 or 35 times present dividend-paying power. This 
limit naturally does not apply in cases of expected inflationary price- 
level change or of imminent very spectacular growth due to unusual 
circumstances. 

Of these three principles the third is clearly the most important. 
When the last column of Table 5 in checked against the related 4 
per cent column of Table 4, the significance of the 8 per cent rate in 
holding down excessively optimistic appraisals will be apparent. And, 
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after all, the forecasting of a high rate of dividend growth for a 
period of 30 years or longer is sufficiently conjectural to require a 
substantial discount rate. 

In considering Table 6 we encounter the most magnificent of all 
obsessions regarding growth stocks—the conviction that huge capital 
gains are available and normal to holders of growth issues. Table 6 
has been constructed to show how the present values of the antici- 
pated dividends of rapidly growing stocks rise as the passing years 
make larger dividend payments more imminent. However, the indi- 
cated capital values do not rise by as much as 1 per cent per year, 
even when the dividend growth rate is 5 per cent, when the growth 


TABLE 6 


THE “PRESENT” VALUES ON JANUARY 1 OF THE YEARS INDICATED, OF 
THE REMAINING DIVIDENDS TO BE OBTAINED FROM A STOCK 
PAYING $1.00 PER ANNUM AT JANUARY 1, 1954* 


GrowTH Rate For THE 20-YEAR GrowTH PERIop 


YEAR 5% 4% 3% 2% 1% 0% 

$32} $28} $24} $214 $18.93 
ee 35 292 254 212 18.63 
a 37 31 26 212 18.26 
1969.......... 46 38} 313 26} 21} 17.77 


* If the dividend is expected to grow at the indicated (compound) rate for 20 years (until 


1974) - then stabilize for 40 more years and then cease (in 2014), and if 5 per cent return is 
required. 


period is realistically limited, and starting from a price base which 
already recognizes and discounts the growth tendency. In order to 
create a capital gain rate of 5 per cent per year, it would be neces- 
sary for the market to recognize and discount an additional future 
5 per cent growth year and an additional year of total dividend life 
every year, thus extending the whole basis of calculations upward 
and onward. This necessarily implies the discovery of new facts 
about the company which were not available when the year-earlier 
estimates were made, an implication which by no means asks the im- 
possible. In fact, it seems reasonable that this might happen for a 
span of years in such stocks as Monsanto or IBM. But growth may 
not be assumed to be a perpetual phenomenon in any industry, and 
as the time of stabilized earnings draws near, the values shown in 
Table 6 suggest the measure of rational stock price behavior.® 

But the growth-stock enthusiasts are not impressed even by 5 per 
cent per year capital gains. What of the 236 per cent appreciation 
since 1940 in Sears Roebuck, the 258 per cent in General Electric, 


3. On this point, cf. Graham and Dodd, Security Analysis, pp. 459-60, on “counting 
the same tricks over,” and p. 399. 
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and the 600 per cent in IBM? How explain these? The explanations 
we offer are not specific to the foregoing stocks, but in general we 
attribute the spectacular capital gains recorded by major growth 
issues to the following: (1) The commodity price-level rise. If a 
15-year doubling in value due to growth is superimposed upon a 
doubling due to general market strength plus price-level inflation, the 
result is multiplication by four, which makes an impression out of all 
proportion to the simplicity of its origin. (2) Commencement of 
growth. When a stock enters a promising long-term growth period 
its value may rise rapidly from 15 or 20 times current dividends to 
30 or 35 times dividends. Thereafter, even as the expected rapid 
growth takes place, the present value of future dividends (and pre- 
sumably the price of the stock) will follow the slow-growth patterns 
of Table 6. (3) Irregular growth. Long-range earnings and dividend 
progress is often made by “fits and starts” rather than steadily, 
and market recognition comes in similar eruptive fashion. In conse- 
quence, short-term gains of sizable amounts make a false impression 
of high-average speed. (4) Improved quality. Many spectacular 
capital gains performances since the war have reflected the “growing 
up” of the company and/or its industry, with consequent improve- 
ment in the investment quality of its stock. Even if earnings and 
dividend growth continues, the capital gains incident to the shift 
from an 8 per cent speculative capitalization rate to a 5 per cent in- 
vestment-grade basis are largely non-recurring, and should not be 
viewed as a continuous process inherent in growth. (5) Irrationality. 
We doubt if most stock buyers have done enough thinking and 
enough arithmetic to know what to expect of a “growth” stock 
bought for 25 times earnings or 40 times dividends. The term 
“growth” has been given a sales build-up of enormous scope, and— 
well, IBM went up, didn’t it? 


5. CoNcLUSIONS 


We are well aware that it is possible to prove nonsense with 
figures, and that some readers will believe that we have done it. 
However, we have persuaded ourselves of the soundness of several 
summary propositions, of which the following are the most impor- 
tant: 

1. Long-term average growth rates exceeding 5 per cent per annum 
are very rare among major corporations unless real growth is aug- 
mented by price-level inflation. 

2. Most good stocks grow, as a result of retained earnings and for 
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various other reasons, and the benefits of slow growth in such basi- 
cally mature concerns as General Motors and International Har- 
vester are substantial (and neglected in the trade literature). 

3. Even the most vigorous growth stocks are too high to provide 
reasonable investment and speculative value if they sell above 25 
times earnings or 35 times dividends, unless a spurt of abnormal 
growth or a price-level inflation is immediately impending. 

4. When a strong growth tendency is recognized in a stock, the 
simultaneous discounting of larger future dividends plus improving 
quality can justify very great appreciation in its price. This process 
may reasonably be spread over several years, as the recognition and 
market response will not be instantaneous. 

5. When a growth tendency has been fully reflected in the price 
of a stock, the stock can probably not thereafter appreciate in value 
anywhere near as fast as the earnings and dividends grow (as the 
growth period progresses). Cf. Table 6. 

6. If price-level inflation is expected to exert an upward influ- 
ence on the dividends of the future, a rapid growth tendency be- 
comes doubly desirable, since real growth is compounded with the 
price-level change to increase dollar dividends and capital values 
geometrically. The converse of this is also true. 
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AN ANALYSIS OF CURRENT EXPERIENCE 
AND RETROSPECTIVE RATING PLANS 


C. ArtHuUR WILLIAMs, JR.* 
University of Minnesota 


ACTUARIES AND STATE INSURANCE authorities agree that insurance 
rates should not be “excessive, inadequate, or unfairly discrimina- 
tory.”’ An insurer’s total premium income should cover the expect- 
ed losses and expenses and provide a reasonable margin for con- 
tingencies and surplus; and each insured should pay his fair share 
of the total cost. Thus ideally all insureds with the same expected 
losses and expenses” per unit of exposure should pay the same rate. 
However, this is impracticable because the experience for each class 
of insureds would be too limited to be reliable. Therefore, the usual 
procedure in practice is to group together many insureds with ap- 
proximately the same loss-producing and expense characteristics 
and charge them the same rate. 

As a result, some of the classes are very heterogeneous, and it is 
not equitable to charge all members of the class the same rate. In 
the past, three methods have been used to adjust class rates when 
this seemed desirable. They are (1) schedule rating, (2) experience 


* This article is based largely, but not entirely, on a thesis which was completed at 
Columbia University in 1952. The thesis could not have been written without the 
cooperation of the various rating organizations. They generously supplied the author 
with copies of their plans and they answered promptly and clearly his oral and written 
requests for clarifying information. Special mention should be made of Mr. Edward S. 
Allen, Actuary, Compensation Insurance Rating Board of New York, who read the 
entire thesis and suggested some important changes. The author also wishes to thank 
Professor Richard Heins of the University of California who read the first draft of 
this article and who made many constructive comments which improved the contents 
and its presentation immeasurably. 

The topic was originally suggested by Professor Robert Riegel of the University of 
Buffalo who also read the entire thesis in its early stages and made many constructive 
criticisms. The many important improvements that were made in form and content 
before the thesis was completed were due largely to careful editing by Professors 
Ralph H. Blanchard and Oscar N. Serbein of Columbia University. The author is 
deeply indebted to all of these people for their help. 


1. This requirement appears in the rating legislation recommended in 1946 by the 
National Association of Insurance Commissioners and an All-Industry Committee com- 
posed of representatives from nineteen insurance organizations. Most states have passed 
statutes closely resembling this Model Bill. 

2. Expenses are commonly classified as loss adjustment expenses; acquisition ex- 
penses; inspection expenses; payroll audit expenses; taxes, licenses, and fees; and other 
expenses. It is clear that some of these expenses vary among insureds even when they 
are expressed as a percentage of the unit of exposure. 
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rating (prospectice and retrospective), and (3) informal rating 
plans tempered by judgment.® 

The first step in schedule rating is to establish a set of character- 
istics for a standard risk.* The next step is to gather information 
about the risk to be rated by a physical inspection of the risk or 
from a detailed application submitted by the potential insured. The 
two sets of characteristics are compared, and through a system of 
debits and credits it is determined whether the rate for the in- 
spected risk should be higher or lower than the rate for the stand- 
ard risk. This rating method emphasizes the equitable application 
of rates; the rates themselves may not be equitable.® Each risk in 
the class is rated on the basis of the same schedule and judgment is 
limited to the determination of the debit or credit to be assigned for 
each non-standard feature. In some schedules, there is more flex- 
ibility than in others and two people using the same schedule may 
compute different rates, but it is argued that the use of a schedule 
minimizes these differences. However, it requires more than equal 
treatment of similar risks to produce equitable rates. The schedule 
may include some unimportant features and ignore some important 
ones; the credits and debits in the schedule may be too large or too 
small; and the loss experience may be primarily determined by 
some intangible factors that it is impossible to include in a schedule. 
For this last reason primarily, schedule rating is not as important 
as it once was. It is still used extensively in fire insurance; and 
some very important inland marine rates such as the rate for a 
jewelers’ block policy are based on detailed schedules. But its use 
in workmen’s compensation insurance, where it was once very im- 
portant, is now very limited; and only very simple schedules are 
used in other casualty lines such as liability, burglary, and glass in- 
surance. A few states do not permit any schedule rating of liability 
or workmen’s compensation insurance and at least one author ques- 
tions whether some of the rating plans used in burglary and glass 
insurance are schedule rating plans or a refinement of the classifi- 
cation system.® 


3. In addition, some rates are obtained by applying in order schedule rating and 
experience rating. Others are obtained by applying schedule rating to an experience 
rate. 


4. The term “risk” has many different meanings in insurance. In this article it means 
the object, operation, or person insured. 


5. For an elaboration on this point, see C. A. Kulp, “The Rate-Making Process in 
Property and Casualty Insurance-Goals, Technics, and Limits,” Law and Contempo- 
rary Problems, Vol. 15, No. 4 (Autumn, 1950), pp. 502-3. 


6. C. A. Kulp, Casualty Insurance, Revised Edition (Ronald, 1942), p. 540. 


4 
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Prospective and retrospective experience rating plans, more com- 
monly known as experience and retrospective rating plans, attempt 
to solve the problem in a different way. Experience rating plans base 
the class rate modification on the individual insured’s actual losses 
during some past experience period, due allowance being given to 
the reliability of the individual risk experience as compared with 
the class experience. The better (worse) the loss record in the past 
and the larger the risk, the greater the percentage decrease (in- 
crease) in the rate. Retrospective rating, on the other hand, has 
some of the characteristics of self-insurance. The retrospective 
premium varies directly with the losses during the rated period, 
but it is not permitted to exceed a predetermined maximum nor fall 
below a predetermined minimum. Both of these plans are at least 
as objective as schedule rating, and consequently they are at least 
as likely to be equitably applied. A discussion of the ability of these 
plans to produce more equitable rates on other bases will be de- 
ferred until the theory of experience and retrospective rating has 
been discussed,’ but it is generally agreed that these two rating plans 
produce more equitable rates than schedule rating because they 
recognize factors that cannot be included in a schedule.* Experience 
rating was developed shortly before World War I by workmen’s 
compensation insurers, but it was not until the conclusion of that 
conflict that the idea received widespread approval. Since that time, 
it has become extremely important in workmen’s compensation in- 
surance and has spread to other casualty lines, fire insurance, inland 
marine insurance, and fidelity bonding. Retrospective rating made 
its formal debut in Massachusetts in 1936 following a long debate 
on the merits of rating on the basis of experience during the rated 
period. It has not spread to as many fields as experience rating, but 
it is now being used in workmen’s compensation, automobile liabili- 
ty, general liability, and group disability insurance, and each year 
it becomes more important in terms of premium volume. <™ 

Prior to the late forties, class rates were often modified without 
the use of any formal rating plans. Each risk was handled separate- 
ly, and the modification was based primarily on informed under- 
writing judgment. Schedule and experience rating plans were often 
used to give some indication of what should be done, but the rate- 
maker was permitted to recognize additional factors. 7f these judg- 


7. See pp. 381-83 and 399-401. 


8. Many actuaries prefer a combined experience and schedule rating plan with the 
schedule rating either preceding or following the experience rating. See footnotes 3 
and 16. 
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ment modifications are equitably applied, and if the judgment em- 
ployed is sound, it is possible for this procedure to produce more 
equitable rates than any of the other rating methods, and there are 
many distinguished actuaries who claim that this flexibility in rate- 
making is desirable. However, it is difficult for state regulatory 
authorities to pass on the equity of judgment modifications of this 
type, and since the states are now more actively regulating insur- 
ance rates, the trend is in the direction of more formal rating plans. 
It is expected that the gain in equitable rate application will more 
than compensate for any other loss in rate equity which might occur. 

Thus it appears that formal experience and retrospective rating 
plans have been playing and will continue to play a very important 
role in insurance rate-making. It is the purpose of this paper to 
discuss briefly the theory’® underlying each of these two groups 
of plans and to analyze the more important provisions of the major 
current rating plans in each group. In this analysis, the plans will 
be compared with each other and with theory. 

It is the hypothesis of this article that there is much needless 
heterogeneity in current experience and retrospective rating plans.” 
To the extent that this heterogeneity results from a departure from 
the basic theory in certain plans, it leads to inequitable rates. How- 
ever, even if rate equity is not affected directly in this way, too 
many differences among the plans make them much more difficult 
to understand, explain, apply, and justify. 

The plans to be included in the analysis do not exhaust the field, 
but they do represent a major portion of the insurance premiums 
written under experience and retrospective rating plans in property 
and liability insurance. Group disability insurance plans have been 
omitted. The inclusion of more plans would only complicate the 
analysis without adding anything to the argument of this paper.” 
A list of the plans studied appears in Appendix I. 

9. For an excellent argument on the need for flexibility in rate-making, see Thomas 


O. Carlson, “Rate Regulation and the Casualty Actuary,” Proceedings of the Casualty 
Actuarial Society, XX XVIII (November, 1951), 9-72. 


10. The pioneering work in this field is Albert W. Whitney, “The Theory of Experi- 
ence Rating,” Proceedings of the Casualty Actuarial and Statistical Society of America, 
IV, (May, 1918), 274-92. 


11. There are many reasons for this heterogeneity—the division of insurance into 
branches such as fire, marine, and casualty insurance; competition between stock and 
mutual insurers; differences in philosophy among rating organizations; differences 
among insurance policies; the development of the plans over a period of time; cus- 
tomer demands in certain lines; and differences in philosophy among state regulatory 
authorities. 


12. The time element is also important. This anaylsis was completed in June, 1952. 
Some plans have changed since that time, and, therefore, some of the references to 
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I. CurRENT EXPERIENCE RATING PLANS 


The best current explanation of experience rating involves the 
concept of a least-squares regression equation.’* Given the value 
of a variable, X, what is the best linear estimate of the variable Y? 
In terms of experience rating, given the actual losses of a risk, what 
is the best linear estimate of the expected losses for the risk?** 

According to least-squares theory, the best linear estimate of Y, 
given X, is the best linear estimate of the average or expected value 
of Y, given X. In terms of experience rating, the best linear esti- 
mate of the expected losses of a risk is the average expected losses 
for a risk, given the actual losses. But for a given risk, the expect- 
ed loss total is not a variable. In order to regard the expected losses 
as a variable, reference must be made to a group of risks, each of 
which has the same actual losses. Therefore, it is assumed in ex- 
perience rating that the best linear estimate of the expected losses 
for a particular risk is the best linear estimate of the expected losses 
for the average risk in a group, each member of the group having 
the same number of exposure units and the same actual losses and 
belonging to the same class. Since every risk in a class cannot be 
the average risk in its loss and exposure group, this assumption 
will overstate and understate the expected losses for some risks, 
but in the aggregate, the errors will cancel out. 

The following least-squares formula is used: 


Expected losses for risk = E+ C(A — E) = CA + (i —C) 


where C is the credibility factor, which varies between 0 and 1 depend- 
ing upon the reliability of the loss experience of the individual risks, A 


particular plans may no longer be applicable, but these changes have not been numer- 
ous enough to affect the argument of this paper. One change, in fact, is included in the 
paper. The New York glass experience rating plan was revised effective August 1, 1952, 
and it is this revised plan which is included in the analysis. 


13. Arthur L. Bailey, “Sampling Theory in Casualty Insurance, Introduction and 
Parts I and II,” PCAS, XXIX (Nov., 1942), 50-93. 

Arthur L. Bailey, “Sampling Theory in Casualty Insurance, Parts III through VII,” 
PCAS, XXX (Nov., 1943), 31-65. 


14. Perhaps the relationship between these two variables is non-linear. If this is 
true, then in the interest of rate equity, it might pay to revise current experience 
rating formulas. For example, consider the case where the relationship is best described 
by a concave-upward curve which starts out above the fitted straight line, dips below 
the straight line, and then crosses it again. In this case experience rates based on the 
straight line would be too low for very good and very poor risks and too high for the 
average risk. 

However, there are no data available and a relationship must be determined which, 
in addition to being logical, produces simple results. A linear relationship meets both 
criteria. 


15. Methods used to determine the credibility factor are discussed on pp. 395-98. 
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is the actual losses during the experience period, and E is the losses ex- 
pected during the experience period under the class or manual premium. 


The experience rate is determined from the following relationship: 


Expected losses for risk _ Experience rate 


E Manual rate ’ 


or 
Expected losses per risk 
E 


_CA+(1-OE 
~ E 


X Manual rate 


(1) Experience rate = 


X Manual rate. 


Thus there are two inherent limitations to experience rating. The 
rates may not be perfectly equitable because (1) the expected losses 
in the formula may not be the expected losses for the risk and (2) 
the expenses may not be proportional to the expected losses.’* The 
effect of the first factor is reduced as the credibility of the individ- 
ual loss experience is increased; the effect of the second may be 
eliminated by providing for some expense modification in addition 
to experience rating. 

In many lines, the ratio of the experience rate to the manual rate 
is called the experience modification although, from a layman’s view- 
point, it would be more appropriate to define the experience modifi- 
cation as the experience credit or debit which is equal to the fol- 
lowing ratio: 

Experience rate—Manual rate CA+(1—C)E Manual Manual 
Manual rate - E rate rate 


Manual rate 


(2) 


In some plans, the experience modification is defined in this 
way, and this definition will be used in this paper. However, there 
may be some misunderstanding if formula (2) is used to determine 
the modification. There is a tendency to believe that the sole pur- 
pose of the credibility factor is to reduce the spread between the 


16. It is partly for these reasons that many plans provide that experience rating 
shall be followed by schedule rating and/or expense modifications. However, it is im- 
possible to construct an accurate, objective schedule because the standard should be 
the average risk in each loss and exposure group. Consequently, the schedules in use 
are either (1) so extremely flexible that the question of equitable rate application 
arises or (2) based on an average risk. Expense modifications are more objectively and 
accurately applied, although some plans permit a great deal of flexibility. 
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actual losses and the manual expected losses. This explanation may 
satisfy the insured with a good (poor) risk which has an unusually 
fine (poor) loss record during the experience period, but how about 
the insured with a good (poor) risk which has a poorer (better) 
record than usual although it is still better (worse) than the average 
for the class? In order to understand the logic behind the credibility 
factor in the latter case, it is necessary to remember the assumption 
implicit in the use of the least squares procedure to determine the 
expected losses for the risk. As already stated, this degree of in- 
equity is inherent in experience rating. 

The most important provisions of some current experience rating 
plans will now be analyzed to see how they compare with theory 
and with each other. 


A. ELIGIBILITY REQUIREMENTS 


Some credibility can be attached to any loss experience, but for 
many risks, this credibility is so small that the resulting change in 
premium would be more than offset by the expenses associated with 
experience rating. For this reason, not all insureds are eligible for 
experience rating. 

One would expect a typical eligibility provision to require that 
the risk develop at least a state premium-volume or number of 
exposure units during the experience period. The risk need not have 
been insured during the experience period, but, if it had been, the 
premium or exposure units should have exceeded the required value. 
The typical eligibility provision might also require that the risk 
be expected to develop at least a stated nremium-volume or number 
of exposure units during the policy period. The purpose of this re- 
quirement would be to eliminate those insureds with an estimated 
manual premium which is so small that the difference between the 
experience premium and manual premium would not justify in- 
creasing expenses by extending experience rating to them no matter 
how credible their experience might be. 

All experience rating plans should be compulsory since the in- 
sured and the insurer are in a position to know whether the insured 
will gain or lose through the application of experience rating. If 
the plans are optional, only the insureds with experience credits will 
elect the plan, and competition may influence the insurer’s desire 
to apply the plan. Rate equity is affected, for the insureds with the 
poorer risks will not be forced to pay their proper share of the costs. 

The current experience rating plans listed in Appendix I were 
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examined with these principles in mind. Seventeen’ of them have 
premium-volume requirements, while eight’® have exposure-unit re- 
quirements. Premium-volume is used wherever this is possible be- 
cause the credibility depends upon the number of independent ex- 
posure units and the probability of loss. Exposure units are used 
instead of premium volume whenever it appears that the premium 
volume is not indicative of the reliability of the experience because 
the premium units are not independent of one another. For example, 
the number of locations is much more indicative of the reliability 
of the experience under the five multiple-location reporting forms 
than the premium-volume because the premium is determined by 
applying the rate to the number of $100 units of value and these 
units are not independent of one another. This is a reasonable ap- 
proach. One plan’® has no premium-volume or exposure unit re- 
quirement, but all risks written under this plan are large ones. 
Eight plans*® establish premium-volume or exposure-unit require- 
ments for a period prior to the rated period; seven plans”! set up 
requirements for the rated period only; and in eight plans” the 
requirements refer to the rated period and a period prior to the 
rated period. There is no apparent justifiable reason for the use 
of the second type of requirement, for it either implies (1) that 
the credibility of the experience is determined by the exposure 
during the rated period** or (2) that it is worthwhile to experience 
rate every risk with an estimated exposure exceeding the require- 
ment no matter what the reliability of its past experience may be. 
Consequently, there is a loss of rate equity because either (1) the 
formula is used incorrectly or (2) needless expenses are incurred. 
There are some plans which require more than would be expected. 
Four plans* require that the insured qualify on the basis of insured 
experience. The only reason for excluding self-insured experience 
should be lack of accuracy and applicability. This is the situation 
17. Experience rating plans 1, 2, 3, 4, 5, 6, 7, 8, 9, 10, 11, 12, 13, 14, 19, 20, 21. Because 


a few of the plans have alternative requirements, they are included under more than 
one category. 


18. Experience rating plans 6, 7, 8, 11, 15, 16, 17, 18, 23. There is also a minimum 
premium of $500 for risks written under the multiple-location reporting forms which 
are experience-rated. 


19. Experience rating plan 22. 

20. Experience rating plans 1, 2, 4, 5, 7, 8, 19, 20. 

21. Experience rating plans 13, 15, 16, 17, 18, 21, 23. 
22. Experience rating plans 3, 5, 6, 8, 9, 10, 11, 12, 14. 
23. This point is discussed further on page 395. 

24. Experience rating plans 16, 17, 19. 20. 
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under these plans according to the rating organizations. A more 
important additional requirement involves the loss ratio during the 
experience period. Three plans” exclude those risks whose loss 
ratios fall in a neutral zone around the permissible loss ratio. The 
object is to eliminate small experience modifications, but it would 
be better to state that experience modifications of less than a spec- 
ified percentage will be ignored. For some risks, even small varia- 
tions in loss ratio produce important modifications. Five plans*® 
require a favorable loss ratio since all experience modifications are 
experience credits. A requirement of this type cannot be justified. 
If the purpose of experience rating is to produce rates which are 
not unfairly discriminatory, there is no reason why this should not 
involve some increases over the manual rate as well as decreases. 
Eight plans” are optional. This is surprising in the light of what 
has been said about the need for compulsion. However, four*® of 
these are transitional plans. They exist in states where prior to 
1947 there was little or no rate regulation. They are very flexible 
because at the time they were filed it was considered necessary to 
avoid “the violent effects that would have been produced on individ- 
ual risk rates by the sudden imposition of restrictions similar to 
those that previously applied under the more rigidly regulated 
coverages.””*” In the future, it is expected that they will more closely 
resemble the more rigid New York plans. The other four plans are 
compulsory to the extent that all cars insured as a fleet or all loca- 
tions insured under a multiple-location reporting form must be 
experience rated if the eligibility requirements are satisfied. How- 
ever, fleet rating is optional except in a few states, and in all states 
the insured determines how many locations are to be written under 
a multiple-location reporting form. In this way, he can make himself 
ineligible for experience rating. For example, an insured with twenty 
locations may insure nineteen of them under a Multiple Location 
Service Office reporting form, insure the twentieth under a specific 
policy, and thus escape the experience rating feature of the rating 
plan which requires twenty or more locations to be insured. How- 


25. Experience rating plans 15, 16, 17. 


26. Experience rating plans 19, 20, 21, 22, 23. No debit is ever employed under 
Plan 17 because an experience debit merely reduces the expense credit, but debit risks 
are eligible for the plan. 

27. Experience rating plans 3, 6, 9, 12, 15, 16, 17, 18. Plans 15, 16, and 17 are com- 
pulsory in a few states. In all states, the insured may elect to insure only a portion 
of his fleet under Plan 16. 

28. Experience rating plans 3, 6, 9, 12. 


29. Carlson, op. cit., p. 45. 
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ever, under these plans premium discounts are granted for expense 
savings, and the insured has some incentive to group together as 
many of his risks as possible. 


B. EXPERIENCE PERIOD 


The ideal experience period should include all of the loss experi- 
ence which is representative of the present operating conditions of 
this risk. In practice this means a compromise between stability 
and responsiveness. If the period is too short, the experience may 
represent a purely chance fluctuation. If it is too long, the experi- 
ence may not be representative of present conditions. It is impos- 
sible to state an exact period which should be used. It may differ 
among lines and over time, but it should be judged on the basis of 
whether it provides information which is both current and credible.*” 

Although there are many differences in details, fourteen** of the 
experience rating plans studied have an experience period close to 
three years while the others** have an experience period of five 
years. In most cases the experience period terminates as close as 
possible to the effective date of the experience rate, but a few plans®™ 
specifically exclude experience during the three months preceding 
the effective date. Except in rare instances, no plan includes experi- 
ence immediately prior to the effective date because the experience 
usually must be submitted before that time. In all liability and 
compensation experience rating plans except the transitional Experi- 
ence and Schedule Rating Plans,** the experience period ends one 
year prior to the date on which the experience rate becomes effec- 
tive since many liability and compensation losses are not settled for 
a long period of time after the end of the policy period. These 
differences among the plans are reasonable because of the differences 
among lines of insurance. 

There are four other differences among the plans with respect to 
the experience period. (1) If experience over the entire experience 


30. Current automobile merit rating plans are not actuarially sound, for one year 
of experience on an individual automobile is not sufficient to justify modifying a class 
rate. On the other hand, if twenty years of experience were used, the experience would 
not be current. Individual automobiles are not a proper subject for experience rating 
although there may be some psychological justification for such a scheme. 

See Robert Mehr, “Merit Rating,” Best’s Insurance News, Fire and Casualty Edition 
(October, 1953), pp. 21-23, 84-88. 


31. Experience rating plans 1, 2, 4, 5, 7, 8, 10, 11, 13, 14, 15, 16, 17, 23. 
32. Experience rating plans 3, 6, 9, 12, 18, 19, 20, 21, 22. 

33. Experience rating plans 10, 11, 13, 14. 

. Experience rating plans 3, 6. 
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period is not available, under almost all of the plans,* it is possible 
to submit experience over a shorter span of time with a specified 
minimum. This is reasonable since the credibility factor should re- 
flect the credibility of the experience. (2) In most of the flexible 
plans, any period between the minimum and maximum is accept- 
able, but three plans*® permit only specified periods. Administrative 
ease is apparently the only reason for the latter requirement. (3) In 
three instances,*’ if a shorter experience period is all that is avail- 
able, a smaller modification is used than that indicated by the ex- 
perience rating formula. The reason for this requirement is that 
these three plans use a formula without a credibility factor.** (4) 
One plan*® provides that five years’ experience is to be submitted, 
but the experience during the last three years will be used if this 
is more favorable to the insured. This plan will not produce equi- 
table rates, and this provision can be traced directly to competition 
and pressure from insureds. 


C. EXPERIENCE TO BE INCLUDED 


All experience which is representative of the present operating 
conditions of the insured should be included in the rating. In prac- 
tice, this has introduced many problems, several of which have not 
been solved to the satisfaction of most people. These include self- 
insured experience; experience under other insurers during the ex- 
perience period; the combination of lines; acquisitions, dispositions, 
and mergers of risks; several special problems; and interstate ex- 
perience. 

Only three plans*® exclude self-insured experience, the reason 
being the difficulty of obtaining accurate data. Two other plans* 
give self-insurers special treatment. Their past experience is ignored, 
and they start out with the maximum insurance credit under the 
plan. The experience period is five years, and until the former self- 
insureds have been insured for five years, the losses during the 
insured period divided by five times the average annual premium 

35. Experience rating plans 1, 2, 3, 4, 5, 6, 7, 8, 9, 10, 12, 14, 15, 16, 17, 18, 19, 20, 


22. Under 11, 13, and 14 the rating bureau managers have discretionary power to reduce 
the period to one year if the experience for a longer period is not available. 


36. Experience rating plans 15, 16, 17. 
37. Experience rating plans 15, 16, 17. 
38. See p. 395. 

39. Experience rating plan 21. 

40. Experience rating plans 17, 19, 20. 
41. Experience rating plans 21, 22. 
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is the loss ratio used to determine the experience modification. There 
is no theoretical basis for this procedure and the rates produced 
are inequitable. 

Most plans provide that all insured experience be included in the 
rating even if some of the experience is under other than the sub- 
mitting insurer. This is reasonable since the experience is determined 
primarily by the risk, not the insurer. However, under the Experi- 
ence and Schedule Rating Plans, the submitting insurer decides 
whether the experience under all insurers is to be included. The 
rating organization promulgating these plans believes that this is a 
necessary approach as long as all insurers do not use the same poli- 
cies and rates. This is an important point, but the rating authorities 
argue that the present procedure is likely to be abused. In time this 
provision will probably be changed to resemble those found in the 
more rigid plans. 

Under what conditions should an insured be permitted to com- 
bine the experience of two or more risks for rating purposes? This 
is an important question since it may determine whether an insured 
is eligible for experience rating or, if eligible on the basis of a single 
risk, what the credibility factor will be. Rate equity is affected for, 
if there were no rules, the insureds with the good risks would com- 
bine as many of them as possible while the insureds with the poorer 
risks would combine as few as possible. Theoretically comparable 
management standards should be required before an insured is 
allowed to combine the experience of two or more risks, but in prac- 
tice financial criteria have been developed. It is argued in support 
of this practice that managerial criteria would be almost impossible 
to apply in an unbiased manner and that the financiers control the 
managers. The truth of the first assertion at least must be admitted, 
but financial criteria in some cases lead to absurd results and in 
such cases there should be room for appeal to an impartial rating 
authority. The financial criteria vary among the plans, but it would 
serve no useful purpose to analyze these differences. Let it suffice 
to say that most of the casualty plans contain detailed provisions 
dealing with this problem while the non-casualty plans simply re- 
quire that the insured have a majority financial interest in each 
of the risks which are to be combined.” 

A question also arises concerning the inclusion of past experi- 
ence when there has been a merger, change of ownership, or acqui- 
sition or disposition of part of a risk. Other problems involve con- 
struction contracts, joint ventures, administration of property by 


42. There is some evidence that these rules are not always enforced. An impartial 
audit bureau might prove useful here. 
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fiduciaries and non-fiduciaries, and the owner-tenant relationship. 
Most of the casualty plans state in detail how each of these situa- 
tions will be handled, but most of the plans in the other branches 
of insurance do not contain any rules for handling these complex 
cases, the idea being that it is better to have a flexible approach to 
these problems and deal with each case as it arises. The only dis- 
advantage to this procedure is that it is likely to be abused and, 
for this reason, it is probably better to describe in detail what is 
to be done in each case or to require that all such problems be sub- 
mitted to an impartial auditing bureau. Since the treatment of these 
problems is in a state of flux, no attempt will be made to describe 
the slight variations in the casualty provisions. 

The inclusion of interstate experience in these plans and the ap- 
plication of the plans on an interstate basis has been a sore spot for 
many years. Theory does not recognize differences in the exposure 
units of a risk simply because some are in Minnesota and the rest 
are in New York. However, all state insurance departments and 
legislatures do not share this viewpoint with the result that in 
practice the following pattern results. Of the twenty-one plans using 
countrywide experience, nine**® apply the modification nationwide, 
eight** use it in states authorizing interstate rating, and four*® limit 
it to an individual state. The workmen’s compensation insurance 
plans use experience in states authorizing experience rating to de- 
termine the modification for those states. These and other state 
variations should be eliminated (or at least reduced) through volun- 
tary action by the states. This would be speeded up if the National 
Association of Insurance Commissioners would take more positive 
action in this area. If nothing is done, this diversity and resulting 
inequity furnishes an excellent argument for those favoring federal 
regulation of insurance. 

There are probably no provisions in these plans which are more 
heterogeneous than those dealing with the experience to be included. 
A simplification of the language and a more uniform approach to 
the problems involved would make an understanding of these prob- 
lems much easier and a satisfactory solution more likely. 


._D. MODIFICATION OF ACTUAL AND EXPECTED LOSSES 


To determine the experience modification, the actual losses are 
compared with the losses expected on the basis of the manual or 


43. Experience rating plans 15, 16, 17, 18, 19, 20, 21, 22, 23. 
44. Experience rating plans 3, 4, 6, 7, 9, 10, 12, 13. 
45. Experience rating plans 5, 8, 11, 14. 
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class rate. It is agreed by most actuaries that the severity of a loss 
is largely determined by chance, and since it is desirable to limit 
the effects of chance as much as possible to achieve rate equity, 
some limit should be placed on the effect of a single loss. Temporal 
changes also require some modifications. Ideally the expected losses 
would be obtained on the assumption that the current class rates 
had been in effect during the experience period and the actual losses 
would be adjusted to reflect changes in the level of benefit costs 
and the risk’s loss potentialities. 

There are many ways in which the effect of a single loss is limited. 
In the workmen’s compensation insurance plans, all individual 
claims below a specified amount are considered primary losses. 
All individual claims exceeding this stated amount are split into 
two portions known as the primary loss and the excess loss. The 
splitting point increases by decreasing amounts as the size of the 
loss increases until it is three times the initial splitting point.*® The 
result is that the primary losses are determined mainly by the 
frequency of the losses, but their severity is not ignored complete- 
ly; the excess losses are determined mainly by the severity of the 
losses, but frequency becomes more important as the size of the 
risk increases. In the calculation of the experience modification, 
the credibility assigned to the excess losses is usually zero, but it 
increases as the size of the risk increases until, at the self-rating 
point, the credibility assigned to both types of losses is unity.“ 
This is logical since purely chance fluctuations in the excess losses 
become less likely as the size of the risk increases. The general 
effect of this treatment of the losses is to give increasing recogni- 
tion to the amount of the loss as the size of the risk increases. 

This careful analysis of the individual losses and losses per acci- 
dent and the use of two credibility factors is peculiar to workmen’s 
compensation.** The total experience-rated premium in the other 
lines is not nearly as large, and it is considered desirable to keep 
the expenses and effort involved in experience rating at a minimum. 

46. The plan also provides that the primary plus the excess portion of the loss shall 
not exceed the average state death and permanent disability claim. Furthermore the 
total primary losses attributed to one accident are not allowed to exceed twice the pri- 
mary value for the average state death and permanent disability claim. The amount 
by which the total primary losses attributed to one accident exceed this value is in- 
cluded with the excess losses, but the total losses per accident cannot exceed twice the 


excess value for the state death and permanent total disability value. 
47. See p. 394 for the formula used. 


48. For a theoretical justification for the procedure used, see Arthur L. Bailey, 
“Credibility Procedures—LaPlace’s Generalization of Boyes’ Rule and the Combina- 


tion of Collateral Knowledge with Observed Data,” PCAS, XXXVII (Nov., 1950), 
7-23. 
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Therefore, the other rating organizations employ simpler devices 
to limit the effect of a single loss. 

The most popular and most satisfactory method used outside of 
workmen’s compensation insurance is to limit all losses per accident 
to a dollar figure which increases as the premium increases.*® This 
method is logical since it permits larger losses to play a more im- 
portant role in the experience modification as the size of the risk 
increases. The dollar values are determined by (1) selecting an 
arbitrary maximum single loss for some premium value” and (2) 
multiplying this arbitrarily chosen maximum single loss by 


where P. is the premium corresponding to the aribtrarily chosen 
maximum single loss, Ca is the credibility factor for Pa, P is the 
premium for which the maximum single loss is being calculated, 
and C is the credibility factor for P. Thus the maximum single 
loss increases as the premium increases, but the increase is not 
proportional. 

Another simpler, but less satisfactory, method is to provide that 
no single loss shall be included in the plan at a figure which would 
produce an experience debit of more than a specified per cent.” 
It is possible to translate this requirement into a table of dollar 
figures which increase as the premium increases. However, the 
maximum single losses would increase more with increasing premi- 
um under this arrangement than in that mentioned in the preced- 
ing paragraph since the effect of the tables discussed in the preced- 
ing paragraph is to provide that no single loss shall be included in 
the plan at a figure which would produce an experience debit 
(credit) of more (less) than a specified per cent less the credibility 
factor. The method suggested in this paragraph is currently re- 
ceiving less attention because it is generally agreed that it produces 


49. Experience rating plans 3, 4, 5, 6, 7, 8, 9, 12, 14. 


50. The effect of this arbitrary selection can be determined if the credibility factor 
is known. Selecting the arbitrary maximum single loss and the arbitrary credibility 
factor is often a joint process. See pages 395-96. 


51. Experience rating plans 10, 11, 13, 18. 

Plan 18 actually has a slightly different provision. It states that “the final average 
rate shall not be increased more than 25 per cent because of any single loss over what 
the final average rate would have been had that loss not occurred.” Furthermore the 
effect of this limitation is not the same as under the other plans because the credibility 
factor depends upon the number of locations, not the premium-volume. 
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results which are not equitable; it overcharges the insureds with 
the large risks and undercharges the insureds with the small risks, 

The other methods used include discounting by a certain per- 
centage the largest loss during the experience period,** the total 
losses during the first year of the experience period,** or the total 
losses during the experience period;** and limiting the losses during 
each year of the experience period to a specified percentage of the 
premiums reported adjusted to the level of the latest year.® Ad- 
ministrative ease and special problems in the lines involved are the 
major reasons given for using these limitations. They should be 
reinvestigated because (1) limiting total losses over a period instead 
of per accident may eliminate some reliable frequency indications 
thus affecting rate equity and (2) the use of a table of maximum 
single loss figures may achieve the results desired and reduce need- 
less heterogeneity among the plans. 

Temporal changes present a real problem in this era of increas- 
ing costs and, in many lines, increasing accident frequencies. Both 
actual and expected losses should be on a current basis, but there 
are several reasons why this is not done. It is easy to put the ex- 
pected losses on a current basis by assuming that the current 
premium rates were in effect during the experience period, but the 
actual losses cannot be handled this simply. To put the actual 
losses on a current basis, one would have to take into account 
changes in two factors—the cost of the losses which did occur and 
the loss potentialities of the individual risk. An index number could 
be devised which would do a reasonably good job of adjusting the 
losses for changes in the first factor, but changes in the second 
factor cannot be handled very satisfactorily. An assumption might 
be made that the risk-expected losses change in the same way as 
the expected losses for the class or all insureds combined, but this 
may or may not be true. If it were not true, such a procedure would 
produce further rate inequities. Furthermore there is an important 
psychological fact to consider. An insured would find it difficult to 
understand why his losses were being increased in certain instances 
for rating purposes. This reaction did, in fact, result whenever 
this procedure was attempted in the past. For these reasons, in prac- 


52. Experience rating plans 21, 22, 23. 
Plan 22 discounts the largest single loss 50 per cent after it has been limited to 50 
per cent of the premiums reported if necessary. 


53. Experience rating plan 23. 
54. Experience rating plan 22. 
55. Experience rating plans 15, 16. 
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tice emphasis is placed on the importance of making the actual and 
expected losses comparable instead of current. It is hoped that dur- 
ing a short experience period not too many changes have occurred. 
If they have, perfect equity is not achieved, but, as already dis- 
cussed, there is no practicable remedy. 

In ten®® of the experience rating plans studied, the actual losses 
are used without adjustment for temporal changes, but the expected 
losses are determined by assuming that the current premium rate 
was in effect during the experience period. The latest rate is used 
because it is presumed to be the most accurate and is based at 
least in part on past experience, but if there have been sizeable 
changes in the premiums due to increasing (decreasing) cost levels 
and probabilities of loss, the actual and expected losses are not 
comparable. This lack of comparability leads to rates which, on the 
average, are too high (low) for good risks and too low (high) 
for poor risks, if the rate level has been increased (decreased). In 
two”? of these plans, the expected losses so obtained are then con- 
verted backward in time to account for most but not all of the 
changes which have taken place.®* The other thirteen plans®’ com- 
pare the actual losses as reported with the losses expected on the 
basis of the premiums earned. In the absence of more satisfactory 
index numbers than now exist, this seems to be the most satisfactory 
procedure unless the premiums used in the past have been obviously 
incorrect. 

However, the most disturbing fact discovered in the analysis of 
these provisions was the use in eight plans® of experience-rated 
premiums instead of manual premiums to determine the expected 
losses. Experience rating plans are designed to measure departures 
from the experience expected for the average risk in the class; they 
can do this only when the losses of the individual risk are com- 
pared with the losses expected on the basis of the manual rate. 
When the experience rates are used to determine the expected losses, 
the expected losses will either be too low or too high with resulting 
errors in the final rates.™ 


56. Experience rating plans 1, 2, 4, 5, 7, 8, 10, 11, 15, 16. 
57. Experience rating plans 1, 2. 


58. The relationship among the classes in the current rate structure is preserved. This 
seems reasonable. 


59. Experience rating plans 3, 6, 9, 12, 13, 14, 17, 18, 19, 20, 21, 22, 23. 
60. Experience rating plans 16, 17, 18, 19, 20, 21, 22, 23. 


61. Under Plan 15, the modification is applied to the previous experience rate and 
it is proper to use that experience rate to determine the expected losses. 
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E. FORMULA 
The basic formula used to determine the experience modification 


is where C, A, and E have the meanings already given above 
and M is the experience modification. However, no plan uses this 
formula. This is not so surprising since it is possible to modify 
this formula in order to reduce the steps involved in the calculation 
of the modification. What is amazing is the number of variations. 
They include the following: 

m=(Z-1.0)c 


where rz is the actual loss ratio and 
R is the permissible loss ratio. 


Simple-loss-ratio formula: 
(Eight plans)® 


Adjusted-loss-ratio formula: tU-OR_ 


1.0 
(Five plans)* R 


Indicated-risk-premium formula: yy — ( A (2.15) _ 1.0) 


(Two plans)* P 


Ballast formula: A, +B+WA, _ 
(Two plans)® E,+B+WE, 


where A, is the primary actual 
losses, Ey is the primary expected 
losses, A, is the actual excess 
losses, E, is the expected excess 
losses, and B and W are factors 
which serve the same purpose as 
the credibility factor. 


1 


Tabulated values, Type I: 
(Five plans)® 


Tabulated values, Type IT: 
(One plan)* 


Experience modification as a func- 
tion of the loss ratio. 


Experience modification as a func- 
tion of the loss ratio and the pre- 


mium. 


62. Experience rating plans 3, 6, 9, 12, 13, 18, 19, 20. 
63. Experience rating plans 4, 5, 7, 8, 14. 

64. Experience rating plans 10, 11. 

65. Experience rating plans 1, 2. 

66. Experience rating plans 15, 16, 17, 22, 23. 

67. Experience rating plan 21. 
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Although the four formulas do not resemble one another, they 
can all be reduced to the basic formula. This is probably not very 
clear in the case of the ballast formula, but it can be demonstrated 
if a relationship is established between the credibility factor and the 
B and W factors.®* The tabulated values cannot be reduced to the 
basic formula. Tabulated values of the first type are obtained with- 
out applying a credibility factor! Tabulated values of the second 
type do involve a credibility factor, but the values in the table are 
not obtained by applying a formula. 

Because of the method used to limit the effect of a single loss 
in workmen’s compensation insurance, the formula used in that line 
is bound to differ from the formulas appearing in other plans. But 
in the interest of uniformity and increased understanding of ex- 
perience rating, it would be wise to adopt a single formula-type to 
be used in all lines other than workmen’s compensation insurance. 
Equity would not be affected in most cases because all of the formu- 
las used at present can be reduced to the same formula. Equity 
would be increased if the tabulated values of Type I were replaced 
by a sound formula because these tables are not theoretically 
sound. The effect on the Type II table could not be adverse, and 
probably would be favorable. 

The credibility factor is the most important element in experi- 
ence rating, but five plans® do not have a credibility factor; or, 
more accurately stated, they have credibility factors which vary 
with the loss ratios, not the reliability of the loss experience. The 
resulting inequity in the rates is apparent. Two other plans” are 
in error because they relate the credibility factor to the premium 
volume or exposure during the rated year. The reliability of the 
loss experience during the past depends upon the premium volume 
or number of exposure units during that period, not during the 
future. The remaining plans comprisiig about two-thirds of the 
total relate the credibility factor to the premium volume during 
the experience period. 

Judgment always plays an important role in the selection of the 
credibility factors, but this role is more important in some cases 
than others. In most casualty plans,” the credibility factors are 
obtained from the expression, 

P+ K’ 

68. Roger A. Johnson ,Jr., “The Multi-Split Experience Rating Plan in New York,” 

PCAS, XXVIII, Part 1 (Nov., 1951), 15-36. 


69. Experience rating plans 15, 16, 17, 22, 23. 70. Experience rating plans 18, 21. 
71. Experience rating plans 3, 4, 5, 7, 8, 9, 10, 11, 12, 14. 
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where P is the premium volume and K is an arbitrarily chosen con- 
stant.” K is usually fixed to give a risk of a certain size a definite 
credit for clear experience or a definite charge for a single maximum 
loss.** For example, assume that a risk which developed a premium 
volume of $5,000 over the experience period is to receive a credit 
of 25 per cent if it has no accidents during the experience period. 
Then, if the expected or permissible loss ratio is .50, 


E 
0— 2500 
* 
C=.25 
and 
25K = .75P 
K= 3P 
K = 15,000 
Therefore, 
C 


~ P+15,000° 
The choice of a 25 per cent credit for a risk of this size is based 
on informed underwriting judgment and it is subject to change if 
experience and competition indicates that this is necessary or de- 
sirable. The choice of a larger (smaller) percentage would have 
resulted in larger (smaller) credits and debits under the plan. In 
general, the rate makers tend to be conservative, and the result- 
ing rates are probably too high for the good risks and too low for 
the poor risks. This is natural when a plan is new, but the factors 
should be increased, if necessary, as the plan matures.” 

72. For a theoretical justification for this formula, see Bailey, “Sampling Theory ..., 
Parts I and II,” op. cit., pp. 50-93. Bailey has pointed out that C should vary among 


classes but there is only one field where this is done—workmen’s compensation in- 
surance. 


73. When the latter method is used, the maximum single loss must also be deter- 
mined at the same time. See footnote 50. 


74. No objective tests are used to determine whether the credibility factors are fair. 
A method was recommended by Paul Dorweiler, “A Survey of Risk Credibility in Ex- 
perience Rating,” Proceedings of the Casualty Actuarial Society, XXI (Nov., 1934), 
1-25, but the accumulation of the necessary data would be a very expensive operation 


according to the rating organizations. Perhaps advances in electronic computers will 
some day make this possible. 
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In workmen’s compensation insurance, there are two credibility 
factors, one for the primary losses and the other for the excess 
losses. These credibility factors depend upon the values of the B 
and W factors in the ballast formula. For most risks, W is zero and 
B is a constant which varies among states. For risks above a cer- 
tain size, the W factor increases and the ratio of the B factor to 
the expected losses decreases as the expected losses increase. At the 
self-rating point, B is zero and W is unity. Although this procedure 
is more complex, the principles involved are essentially the same 
as those mentioned in connection with the formula. 


In the fire plan the approach is somewhat different because the 
reliability of the experience depends upon the number of independ- 
ent locations and the variation in the values at each location from 
the average. There is a basic credibility factor which depends upon 
the number of locations and which is multiplied by unity minus a 
credibility modifier to obtain the credibility factor. The credibility 
modifier depends upon the percentage of variation which is obtained 
by dividing the sum of twice the absolute deviations of the value 
at each location from the average value by that average value. This 
is a common sense approach to a difficult problem. However, there 
is no formula for the credibility values in this or the other non- 
casualty plans which means that each value is arbitrarily selected. 
The feasibility of using a formula based on the same principles as 


P+K 

should be considered in order to increase the objectivity of the 
plans.” 


The plans also differ in respect to the problem of self-rating. The 
formula, 


C= 


P 
would never permit self-rating because this formula was derived on 
the assumption that it would be possible to measure credibility in 
absolute terms. As long as there is any element of chance involved, 
there can be no 100 per cent credibility. However, actuaries have 


75. Actuaries are still searching for better measures of credibility but this formula 
is the best developed to date. One well-known actuary argues that increased weight 
should be given to consistent trends in loss experience. See Carlson, op. cit., pp. 37-38. 
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realistically used the term to refer to the relative degree of reli- 
ability of the experience. If the credibility factors for two risks 
are 75 per cent and 25 per cent respectively, this simply means that 
the experience of the first risk is three times as reliable as that of 
the second. Therefore, seven plans*® permit the insured to be self- 
rated because it is assumed that after a risk reaches a certain size 
its experience is much more reliable than that of the class. Other 
factors influencing this decision are competition and the threat of 
self-insurance.” 

Three plans® permit self-rating, but they establish maximum 
credits and debits which, in effect, limit self-rating. The other plans 
make no provision for self-rating. 

It is reasonable to expect some differences on this question of 
self-rating since (1) there are some low-frequency lines where no 
insured is expected to develop enough experience to be self-rated 
and (2) there are apt to be honest differences of opinion in the same 
line as to what size risk, if any, should be self-rated. 


F. OFF-BALANCE 


An off-balance arises in experience rating because the total credits 
granted exceed the debits. There are two major reasons for this 
off-balance: (1) the superior loss records of the eligible risks indi- 
cating that as a group they are better-than-average risks and (2) de- 
ficiencies in the experience rating plan. To the extent that the off- 
balance is due to the first factor, the burden should be borne by 
the non-eligible insureds through the use of a loss constant. To the 
extent that the off-balance is due to the second factor, the burden 
should be borne by the eligible risks, and the plan should be cor- 
rected. 

Admittedly it is difficult to determine how much of the off-bal- 
ance is due to each cause. However, some indication can be ob- 
tained by comparing the actual loss ratios for the eligible and non- 
eligible risks with the permissible loss ratio. 

Loss constants are used in workmen’s compensation insurance 
plans in some states. In the other plans the manual rate is loaded 
which lays the burden on both eligible and non-eligible risks. In 

76. Experience rating plans 1, 2, 4, 5, 7, 8, 11. 


77. When self-rating is permitted the usual credibility formula must be modified 
to reach unity at the self-rating point. For a complete discussion of the credibility 
factor including the self-rating problem, see Francis S. Perryman, “Experience Rating 
Plan Credibilities,” Proceedings of the Casualty Actuarial Society, XXIV (November, 
1937), 60-125. 


78. Experience rating plans 13, 14, 18. 
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the workmen’s compensation insurance plans used in many states, a 
formula is used to determine what this off-balance loading charge 
should be;*® in the other cases this charge is included in the con- 
tingency allowance. In fields where the off-balance is small, this 
latter procedure is satisfactory, but in others the error may be 
sizeable. 

II. RETROSPECTIVE RATING 


Retrospective rating is quasi-self-insurance. Each retrospectively 
rated insured pays a premium which covers his losses and expenses 
during the rated period plus a net insurance charge, but in no case 
can this premium exceed a stated maximum or fall below a stated 
minimum. The net insurance charge is necessary because the premi- 
um gained on those who pay the minimum premium is always less 
than the premium lost on those who pay the maximum premium. 

The following basic formula illustrates the principles underlying 
retrospective rating: 


Retrospective _ Basic 


. __+(Losses) (Loss conversion factor) 
premium premium 


subject to minimum and maximum premiums. 


The basic premium includes the net insurance charge, an allow- 
ance for profit and contingencies, and the expenses which do not 
vary with the losses (fixed expenses). The losses and the expenses 
which vary with the losses (variable expenses) are included in the 
second term.*® The maximum and minimum premiums determine 
the range within which the premium must fall. 

The basic, maximum, and minimum premiums are expressed in 
the plans as percentages of the experience-rated premium (called 
the standard premium), and the results are called the basic-premi- 
um ratio, the maximum-premium ratio, and the minimum-premium 
ratio. These ratios are applied to the standard premium to obtain 
the absolute values. For a given pair of maximum-and-minimum- 

79. Clarence W. Hobbs, Workmen’s Compensation Insurance, Second Edition (New 
York, 1939), pp. 541-43. 


80. Under some retrospective plans, the insured is permitted to select a loss conver- 
sion factor which is less than the ratio of the losses and variable expenses to the losses. 
If so, some of the expected losses and variable expenses must be included in the basic 
premium and the chance element in the final premium is reduced. 

Some persons prefer to say that all of the losses are included in the second term 
until the loss conversion factor is less than unity. This interpretation means that part 
or all of the expected variable expenses but no losses must be included in the basic 
premium if the loss conversion factor is greater than unity. The present author, how- 
ever, prefers to regard the losses and variable expenses as a unit. 
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loss ratios,*’ these three premium ratios decrease as the standard 
premium increases because of a reduction in (1) the net insurance 
charge as a percentage of the standard premium due to the improved 
quality of the risks insured** and (2) the expense loading expressed 
as a percentage of the standard premium due to the graded-expense 
feature of retrospective rating. 

Does retrospective rating produce equitable rates? The answer 
depends upon the definition of an equitable rate. The rate an in- 
sured pays is equitable if he pays his fair share of the expected 
losses, expenses, and the margin for surplus and contingencies. Even 
if the total premium income required is not determined until the 
end of the policy period as it is under a pure assessment association 
contract, the contribution of each insured should be based on his 
expected losses and not his actual losses. A person buys insurance 
in order to transfer the uncertainty concerning a loss to the insurer 
and any system which charges him on the basis of his actual losses 
is not insurance. An insured who elects to be retrospectively rated 
has, in effect, decided not to buy insurance protection except to 
the extent that (1) his premium cannot exceed a stated maximum™ 
and (2) the insurer will service the policy and be held legally re- 
sponsible for the losses which occur even if the insured should be- 
come insolvent or bankrupt. 

Therefore, the criterion established for an equitable insurance rate 
can be applied only to one part of the retrospective premium—the 
net insurance charge. The net insurance charge depends upon the 
standard premium and the maximum and minimum premiums. It 
is equitable because it takes into account the effect of prior experi- 
ence rating, the size of the risk, and the effect of the maximum-and- 
minimum-loss ratios. The other part of the retrospective premium 
is equitable in a different sense. Except for maximum-and-minimum- 
premium insureds, it equals the actual losses and expenses plus a 
fair contribution to the margin for surplus and contingencies; for 
maximum-premium (minimum-premium) insureds it is the maxi- 
mum (minimum) amount which the insured contracted to pay and 
upon which the net insurance charge is based. 

If retrospective rating largely eliminates the major purpose for 

81. The maximum (minimum) loss ratio is the ratio of losses to the standard pre- 
mium which would produce the maximum (minimum) premium ratio. 


82. It has been demonstrated many times that on the average large risks have better 
loss records than small ones. For example, see Mark Kormes, “Small Risks versus Large 
Risks in Workmen’s Compensation Insurance,” Proceedings of the Casualty Actuarial 
Society, XXIII (Nov., 1936), 46-76. 


83. An insured can also limit losses per accident. See pp. 403-4. 
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buying insurance, what role does it play? At one time the major 
reason for electing to be retrospectively rated was the graded- 
expense feature. This attracted the insureds with the larger risks and 
gave the non-participating insurers a competitive tool in their battle 
with the participating insurers.** However, today premium-discount 
plans superimposed on experience rating plans have approximately 
the same effect since they reduce the expenses relatively as the size 
of the risk increases. The major difference now is the handling of 
variable expenses under the retrospective plans. Another attractive 
feature of retrospective rating is its responsiveness. Current operat- 
ing conditions may differ from those in the past, and the experience 
rate may not be equitable. Retrospective rating gives the insured a 
chance to reduce his premium if his improved operating conditions 
result in lower actual losses. If the risk is large, the insured does not 
have to worry too much about chance fluctuations from the average 
and he expects to save money. 

The final attractive feature of retrospective rating is the high 
credibility assigned to the individual loss experience. It has already 
been pointed out that one of the limitations of experience rating is 
that the experience rate is seldom based on an estimate of the loss- 
producing potentialities of the individual risk.** Retrospective rating 
varies the premium on the basis of the actual losses, not the expected 
losses, but over a long period of time, the average actual losses may 
approximate the expected losses and the average annual retrospec- 
tive premium may be a more equitable charge than the average 
annual experience premium. However, unless the insured is in a 
position to absorb unexpected increases in premium in any one 
year and is aware of, and willing to accept, the chance elements 
involved, he should not elect retrospective rating. 

This discussion may be summarized by saying that retrospective 
rating plans distribute the actual loss and expense costs equitably, 
and to the extent that an insurance element is included, the insur- 
ance change is as equitable as it is under experience rating. Non- 
retrospectively rated risks are not affected because retrospectively 
rated risks pay their own way. However, all insureds who are con- 


84. The non-participating insurers needed this tool because as early as 1915 inde- 
pendent state rating organizations were publishing the same workmen’s compensation 
rates for participating and non-participating insurers. The participating insurers, how- 
ever, were able to return dividends if the experience was better than expected. Since 
they tended to specialize in larger risks, dividends were usually available, and the in- 
sureds with the larger risks were giving more of their business to the participating 
insurers because the net insurance cost was less. 


85. See pages 381-82. 
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sidering retrospective rating should be aware of the close relation- 
ship between the choice of self-insurance and retrospective rating. 
It is not suitable for most insureds because of the annual fluctua- 
tions in the premium. 


The most important provisions of retrospective rating plans will 
now be discussed. 


A. ELIGIBILITY REQUIREMENTS 


In order to reduce the annual fluctuations in the retrospective 
premium and the number of maximum-and-minimum-premium in- 
sureds, the retrospective rating plans should require that the risk 
develop at least a specified standard premium during the retrospec- 
tive period. There is no theoretically correct amount for each line, 
but it should be large enough to avoid violent fluctuations in the final 
premium. In practice all plans have such a requirement. One plan* 
also requires that the risk develop at least the same actual standard 
premium during the last year of the experience period or during the 
expiring rated year. The purpose of this extra qualification is to indi- 
cate whether the estimate for the coming year is likely to be met. 
However, even in this plan, this extra requirement can be waived. 

All the retrospective rating plans studied are optional, but the in- 
sured is required to elect to be retrospectively rated before the begin- 
ning of the retrospective period. This optional feature is possible 
since at the start of the year the insured does not know what his 
loss experience will be. 

Almost all of the retrospective rating plans have the same eligi- 
bility requirements. The differences in the other provisions discussed 
below are also slight. Thus the situation in retrospective rating is 
much different from that in experience rating. This is probably due 
to the fact that (1) retrospective rating is less than twenty years 
old and differences have not had a chance to develop and (2) thus 
far all retrospective rating plans are casualty plans. 


B. RETROSPECTIVE PERIOD 


The retrospective period is one year, three years, or the period 
of a long-term construction project in the workmen’s compensation 
insurance plans and one year in all other plans. All of these periods 
are acceptable. 


86. Retrospective rating plan 1. 
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C. EXPERIENCE TO BE INCLUDED 


Since the retrospective premium depends upon the loss experience 
during the policy period and the plan makes no attempt to estimate 
the expected losses, fewer problems arise concerning the experience 
to be included. The most important one involves the combination of 
risks, and all plans permit the insured to combine the loss experience 
of two or more risks if he holds a majority financial interest in each 
risk. Such a provision is necessary primarily because the plans favor 
insureds with large risks by reducing the expenses and the net insur- 
ance charge as a percentage of the standard premium. 

All retrospective rating plans include the experience in states au- 
thorizing interstate rating to determine the retrospective premium 
for those states. This situation is better than that prevailing under 
experience rating, but it is not perfect. Differences in philosophy 
among state rating authorities are responsible for the imperfection. 


D. MODIFICATION OF ACTUAL LOSSES 


The problem of temporal changes does not arise in retrospective 
rating, but the insured may wish to avoid large fluctuations in the 
retrospective premium because of a single accident. Only one retro- 
spective rating plan*’ limits losses per accident for all insureds; in 
the others the use of limits per accident is optional. 

The accident loss limitations are not the same in all plans. In the 
workmen’s compensation insurance plans, the limits apply to all 
workmen’s compensation losses per accident. The limit must be 
either $10,000, $15,000, or $25,000, the two higher limits being per- 
mitted only if the estimated standard premium exceeds a stated 
figure. In the third-party liability plans and the third-party liability 
section of Plan D, the losses per accident may be limited in one of 
two ways: (1) a separate accident loss limitation may apply to each 
type of insurance coverage included under the plan. These limits 
may vary between the minimum limits for which the coverage may 
be written and the actual policy limits; (2) one accident loss limita- 
tion may apply to all coverages combined. This limit is restricted to 
either $10,000, $15,000, or $25,000. The boiler and machinery plan 
permits the insured to establish separate accident loss limitations for 
the direct-damage coverage and for each type of consequential dam- 
age coverage. The combined limits are not permitted to exceed 80 
per cent of the selected maximum-loss ratio applied to the standard 


87. Retrospective rating plan 2. 
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premium except that in no event shall the direct-damage limit be less 
than $15,009.** 

These differences arise primarily out of the fact that workmen’s 
compensation insurance policies have no face amount while the 
others do. In addition, the coverages provided under a boiler and 
machinery contract are so different from the others as to require 
special treatment. 

E. FORMULA 


The basic formula used to determine the retrospective premium is 


Loss 


Retrospective Basic : 
me + Losses | conversion 


premium premium 
factor 


subject to minimum and maximum premiums. 


This formula with slight modifications is used in all retrospective 
rating plans. 

One plan* used the basic formula itself. Two others® use the fol- 
lowing formula: 

L 
Retrospective Basic ene Tax 
= . _-+ Losses | conversion | X 
premium premium 


multiplier , 
factor 


subject to minimum and maximum premiums. 


The premium obtained from the expression within the brackets is 
loaded for taxes by multiplying it by a tax multiplier which varies 
among states. In addition to distributing most of the tax burden on 
the basis of the premium paid, this formula emphasizes the fact that 
part of the premium paid is used to pay taxes. The workmen’s com- 


pensation insurance plans use a modification of the modified for- 
mula: 


Non-stock 
Loss 
Retrospective Basic Tax adjustment 
= 4 . _-+ Losses {| conversion | X 
premium || Premium P multiplier | factor, if 
actor / necessary, 


subject to minimum and maximum premiums which are also increased by not 
stock adjustment factors, if necessary. 


88. The plans also provide for limits on the daily and hourly indemnities included 
in the consequential-damage coverages. 


89. Retrospective rating plan 3. 
90. Retrospective rating plans 4, 5. 
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The only new item is the non-stock adjustment factor which is used 
to increase the premium over that which a stock insurer will charge. 
This factor is necessary because both stock and mutual insurers use 
the same plans and the expense estimates of the mutual insurers 
differ from those of the stock insurers. The major reason for this 
difference is the fact that the mutuals prefer to figure premiums 
conservatively and return dividends while the stock insurers operate 
with a fixed-premium rate. 

The variations discussed up to this point are slight, but the retro- 
spective rating plans do differ among themselves in two important 
respects: (1) some plans are tabular, while the others®’ are non- 
tabular; and (2) the charge for the limitation on losses per accident 
is computed in different ways. 

Workmen’s compensation insurance plans A, B, and C and Tabu- 
lar Retrospective Rating Plans I and II for automobile and general 
liability insurance are tabular plans. The maximum- and minimum- 
loss ratios for each standard premium and the loss conversion factor 
are fixed for each plan, and there is a table of basic-, maximum-, 
and minimum-premium ratios corresponding to selected values of 
the standard premium. The insured’s freedom of choice is very 
limited, but, subject to the consent of the insurer, he has the right to 
select under which of the tabular plans he wishes to be rated. 

Plan D, the Premium Adjustment Rating Plan for Boiler and 
Machinery Risks, and the Automatic Premium Adjustment Plan for 
automobile and liability insurance are non-tabular plans. The maxi- 
mum- and minimum-loss ratios and, in the first two plans, the loss 
conversion factor are selected by the insured and the insurer.*? The 
basic-, maximum-, and minimum-premium ratios are computed on 
the basis of this information. 

Both tabular and non-tabular plans have a piace in retrospective 
rating, but since the average insured has such a difficult time decid- 
ing which set of maximum and minimum loss ratios are optimum 
even when there are few alternatives, both types of plans should be 
available in all lines and the non-tabular plans should have higher 
eligibility requirements than the tabular plans. 

One of the most important steps in the calculation of the non- 
tabular basic-, maximum-, and minimum-premium ratios is the de- 

91. The rating plans contain a table listing the basic-, maximum-, and minimum- 
premium ratios corresponding to selected standard premium values. See next paragraph. 


92. The loss conversion factor is not permitted to exceed unity plus the ratio of the 
variable expenses to the losses. However, it may be less, in which case some of the 
losses and variable expenses must be included in the basic premium. This reduces the 
probable fluctuations in the premium. Also see footnote 79. 
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termination of the net insurance charge as a per cent of the standard 
premum. Plan D and the Boiler and Machinery Plan both contain 
Table M which lists charges and savings for different expected loss 
totals and ratios of actual loss ratios to the permissible loss ratio. 
The net insurance charge as a percentage of the total expected losses 
is obtained by subtracting the saving from the expected losses and 
the ratio of the minimum loss ratio to the permissible loss ratio from 
the charge for the expected losses and the ratio of the maximum loss 
ratio to the permissible loss ratio. To express this charge as a per- 
centage of the standard premium, the difference is multiplied by the 
permissible loss ratio. The automobile liability and general liability 
plan contains two tables, each of which gives the charge (saving) 
corresponding to the maximum (minimum) loss ratio and the stand- 
ard premium. One of the tables is used for most automobile liability 
coverages; the other is used for general liability coverages and some 
automobile liability coverages. These tables are much easier to work 
with than Table M, but they will not yield accurate results in all 
states unless the permissible loss ratio is almost uniform throughout 
the country. 

In all plans the charges and credits are based upon New York 
State workmen’s compensation loss experience in the thirties. Statis- 
tical studies made by the rating organizations have indicated that 
the differences among lines, among states, and over time do not jus- 
tify the extra expense that would be involved in preparing tables 
based on more than one frequency distribution of losses or even 
preparing new tables based only on current New York workmen’s 
compensation experience. These studies should be made periodically 
because more differences may appear with the passage of time. 

The insurance charges for limitations on losses per accident are 
computed in many different ways. The charge for a workmen’s com- 
pensation insurance accident loss limitation is given by the following 
expression: 


Standard Excess loss Loss conversion 
premium premium factor factor 


The excess loss premium charge is treated as an addition to the basic 
premium. In the New York plan there are four sets of excess loss 
premium factors. Each rating class is assigned one of these sets and 
the insurer uses that set assigned to the class producing the largest 
percentage of the risk’s premium. The New York Compensation 
Insurance Rating Board follows this procedure because it believes 


tha 
rat 
set 
suf 
4 soc 
ust 
lin 
If 
ta 
| th 
ck 
ag 
st 
} 


Current Experience and Retrospective Rating Plans 407 


that it is feasible to recognize differences in accident severity among 
rating classes. The other workmen’s compensation plans use only one 
set because the rating organizations do not believe that they have 
sufficient data to differentiate among the classes in this respect. As 
soon as such data are accumulated, more than one set should be 
used to achieve rate equity. 

Third-party liability coverages are written for definite policy 
limits, and the standard premium increases as the limits increase. 
If the insured elects the option which permits him to select a sepa- 
rate accident loss limitation for each type of coverage included under 
the plan, the first step in the computation of the excess loss premium 
charge is to determine the standard premium in each line for cover- 
age within the accident limitation. The total of these standard premi- 
ums within accident limitations is subtracted from the total of the 
standard premiums for the protection afforded under the policies, 
and the difference is reduced to reflect expense savings on the larger 
risks. The result is the excess loss premium which is added to the 
final retrospective premium. If the insured elects to have one acci- 
dent loss limitation apply on a combined basis to all coverages in- 
cluded under the plan, the excess loss premium is composed of two 
parts. The first part is determined by assuming that the insured has 
elected to apply the common accident limitation to each line sepa- 
rately and computing the necessary excess loss premium. This part 
is added to the final retrospective premium. The second part is deter- 
mined by summing the standard premium within accident limitations 
on the assumption that the common accident limitation applies to 
each line separately and using the following formula: 


Standard premium within Excess loss Loss conversion 
accident limitations premium factor factor 


This part is included in the basic premium. There is only one set of 
excess loss premium factors. At present there is not enough experi- 
ence to differentiate among risks, but as soon as more experience is 
gained under this plan the possibilities for using more than one set 
should be explored. 

The boiler and machinery plan provides for the retrospective rat- 
ing of the premium within accident limitations, the premium in ex- 
cess of accident limitations being written on the standard basis. 

Although these differences make it more difficult to understand 
these plans, they are necessary because of the absence of a policy 
limit in workmen’s compensation insurance and the unique coverage 
provided under the boiler and machinery policy. 


Vor 


7 
dard 
tain 
loss 
atio. | 
Sses | 
and | 
rom 
loss | 
Der- | 
the 
lity 
ng) | 
nd- 
lity 
me 4 
ork 
all 
ut 
rk 
is- | 
lat 
1s- 
les 
1’s 
ly 
re 
n- 
ig ; 


408 The Journal of Finance 


III. ConcLusiIons 


There are three major conclusions to be drawn from this analysis: 
(1) There are some inherent limitations to the ability of experience 
and retrospective rating to produce equitable rates; (2) there are 
differences between theory and practice in some current plans which 
should be eliminated because they affect rate equity; (3) current 
experience and retrospective rating plans are more heterogeneous 
than necessary. 

A rate is equitable when the insured pays his fair share of the ex- 
pected losses, expenses, and the margin for surplus and contingen- 
cies. Experience rating plans modify the class rate on the basis of an 
estimate of the loss-producing potentialities of the average risk in the 
same class with the same loss record and number of exposure units. 
To the extent that the rated risk is not that average risk, the rate 
cannot be perfectly equitable, but it is more equitable than the class 
rate. Expense differences are usually recognized by means of a sup- 
plementary rating plan. Retrospective rating plans provide for quasi- 
self-insurance. In the short run, they do not produce equitable rates 
in the sense in which the term is used above unless the credibility of 
the individual loss experience is perfect or nearly so. In the long run, 
the rates are probably as equitable as can be achieved, but because 
of the annual fluctuations, few insureds are in a position to take 
advantage of this fact. However, it does distribute actual costs 
equitably and the graded-expense feature of the plan is a contribu- 
tion to rate equity. 

Rate equity suffers under both plans because of differences among 
states in regard to the use of interstate experience. Otherwise there 
are no significant differences between the theory and practice of 
retrospective rating, but some current experience rating plans do 
contain some provisions which differ from the accepted theory on the 
subject. These differences are important because they may affect 
rate equity. They are listed below: 

1. There is no requirement that the insured develop at least a 
stated premium volume or number of exposure units during the 
experience period.** There are always some risks whose individual 
loss experience is so limited that the credibility which can be assigned 
to it does not justify incurring the extra expenses of experience 
rating. 

2. The plan applies only to credit risks.** If the purpose of experi- 


93. Experience rating plans 13, 15, 16, 17, 18, 21, 22, 23. 
94. Experience rating plans 19, 20, 21, 22, 23. 
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ence rating is to produce rates which are not unfairly discriminatory, 
the debit risks should not be excluded. 

3. The plan is not compulsory.” This leads to adverse selection 
against the insurer or improper use of the plan by the insurer. 

4. The more favorable of two possible experience periods is 
selected.** There is no reason why the more favorable period should 
give the best estimate of the expected losses for the risk. 

5. The expected losses in the experience rating formula are ob- 
tained from the manual or class premiums after experience rating.” 
The formula calls for the losses expected for the risk on the basis 
of the manual or class rate. 

6. The experience modification depends upon the percentage devi- 
ation of the actual losses from the expected losses, but no attention 
is paid to the reliability of the loss experience.** 

7. The credibility factor is related to the reliability of the loss 
experience during the rated year instead of the experience period.” 

In addition to the correction of these basic differences between 
theory and practice, there are some other changes which would be 
desirable. The present plans are too heterogeneous.’ Some hetero- 
geneity is desirable and even essential to assure rate equity, but 
purely language differences should be eliminated and differences in 
methodology should be reduced to a minimum. The failure to do this 
may have several important adverse effects on the insurance in- 
dustry: (1) State rating authorities will have a difficult time if they 
try to relate the current plans to each other and to theory. Their 
conclusion may well be that there is no theoretical foundation or 
that it is ignored. This may lead ultimately to a thorough investiga- 
tion of all rating plans based on the experience of an individual risk. 

(2) Agents and insureds would have a difficult time understanding 
the basic principles of experience and retrospective rating. Needless 
differences among the plans compound the difficulty. This may 
affect the ability and desire of the agents and their clients to apply 
these rating plans. (3) Students of actuarial science cannot con- 
centrate their attention on the real problems of experience and retro- 
spective rating and the necessary differences among lines. It is diffi- 


95. Experience rating plans 3, 6, 9, 12, 15, 16, 17, 18. 

96. Experience rating plan 21. 

97. Experience rating plans 16, 17, 18, 19, 20, 21, 22, 23. 
98. Experience rating plans 15, 16, 17, 22, 23. 

99. Experience rating plans 18, 21. 


100. Of course these differences are not entirely due to difference in philosophy 
among actuaries. See footnote 11. 
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cult for the average actuary to learn something about fields other 
than his own, and the result is a limited exchange of information and 
advice among lines. This encourages further needless heterogeneity 
and impedes progress. (4) The multiple line era has begun, and 
there is a need to develop one plan which will apply to the rates for 
a policy combining fire, marine, and casualty coverages. This task 
is made more difficult by needless heterogeneity among existing 
plans. 

No one experience rating plan or retrospective rating plan will 
work in all lines of insurance, but the plans should all represent a 
departure from “model” experience and retrospective rating plans 
which are in perfect agreement with accepted theory. These model 
plans must be the product of the combined talents of experts behind 
each of the plans in use, for only they have the knowledge and 
experience necessary to produce an acceptable model plan. It may 
take some time to reach agreement on some of the provisions in 
these model plans, but the results will be worth the effort. 

Experience and retrospective rating plans have not and cannot 
produce perfectly equitable rates, but they are a step in the proper 
direction. The ability of these plans to produce equitable rates should 
not be reduced by deviations from accepted theory or by needless 
differences among the plans. 


APPENDIX I 


PLans STUDIED 
EXPERIENCE RATING 


. Workmen’s Compensation Experience Rating Plan (NCCI) 

. Workmen’s Compensation Experience Rating Plan—New York (CIRB) 

. General Liability Experience and Schedule Rating Plan (NBCU) 

. General Liability Experience Rating Plan (MIRB)* 

. General Liability Experience Rating Plan—New York (NBCU and MIRB)* 

. Automobile Liability Experience and Schedule Rating Plan (NBCU) 

. Automobile Liability Experience Rating Plan (MIRB)* 

. Automobile Liability Experience Rating Plan—New York (NBCU and 
MIRB)* 

9. Burglary Experience and Schedule Rating Plan (NBCU) 

10. Burglary Experience Rating Plan (MIRB) 

11. Burglary Experience Rating Plan—New York (NBCU and MIRB) 

12. Glass Experience and Schedule Rating Plan (NBCU) 

13. Glass Experience Rating Plan (MIRB) 

14. Glass Experience Rating Plan—New York (NBCU and MIRB) 


* Basic limits plan only. 
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. Automobile Fire and Theft Fleet Rating Formula “A” (NAUA) 

. Automobile Fire and Theft Fleet Rating Formula “C” (NAUA) 

. Automobile Collision Fleet Rating Formula (NAUA) 

. Fire Multiple Location Experience Rating Rules (MLSO) 

. Jewelers’ Block Experience Rating Plan (IMIB) 

. Jewelers’ Block Experience Rating Plan (TIRB) 

. Experience Rating Plan for Primary and Excess Commercial Blanket Bonds 


and Blanket Position Bonds (SAA) 


. Experience Rating Plan for Blanket Bonds—Financial Institutions (SAA) 
. Experience Rating Plan for Fidelity Schedule Bonds (SSA) 


RETROSPECTIVE RATING 


. Workmen’s Compensation Retrospective Rating Plans (NCCI) 
. Workmen’s Compensation Retrospective Rating Plans—New York (CIRB) 
. Automatic Premium Adjustment Plan for General Liability and Automobile 


Liability Insurance (NBCU) 


. Tabular Retrospective Rating Plans I and II for General Liability and Auto- 


mobile Liability Insurance (MIRB) 


. Premium Adjustment Rating Plan for Steam Boiler and Machinery Insurance 


(NBCU) 
ABBREVIATIONS 


CIRB Compensation Insurance Rating Board, New York State 
IMIB Inland Marine Insurance Bureau 

MIRB Mutual Insurance Rating Bureau 

MLSO Multiple Location Service Office 

NAUA National Automobile Underwriters Association 

NBCU National Bureau of Casualty Underwriters 

NCCI National Council on Compensation Insurance 

SAA Surety Association of America 

TIRB Transportation Insurance Rating Bureau 
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ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


THE FINANCING OF INDUSTRIAL DEVELOPMENT 
IN COLORADO* 


Davin L. Mosconi 
University of Denver 


THIS DISSERTATION was designed as a study of the financial policies 
of some of the leading privately owned industrial corporations 
whose securities were traded in the local over-the-counter market 
or on national securities exchanges. The writer became interested 
in the subject when an examination of studies of regional economic 
problems failed to show much data on regional or state problems of 
business finance. In order that the subject could be sufficiently nar- 
rowed for a more intense review, public utility, railroad and finan- 
cial corporations were excluded. The principal method of research 
used was the case study technique but this was done only after a 
sufficient study had been made to determine that over-all statistical 
data on business finance in Colorado was limited. 

A sample of eight corporations was studied. Under the limita- 
tions set by the thesis this sample covered about 40 per cent of all 
possible choices of corporations for study. In analyzing each cor- 
poration the first thing to be achieved was the acquisition of as com- 
plete financial data as possible for the entire life of the company 
under review. Next the history of the company was divided into a 
number of distinct periods. The financial policies covered by each 
period were then analyzed using the statement of sources and appli- 
cations of funds technique covering both working as well as fixed 
capital. In each case the following specific elements of financial 
operation were reviewed for each period as well as the entire life 
of the company. 

a) The capital structure of the subject organization was ex- 
amined. 

b) Both the earnings record and what was done with the earnings 
which in turn involved dividend policy was reviewed. 

c) An effort was made, whenever possible, to determine how ac- 


counting policy had influenced the presentation of the results of 
operation. 


* A dissertation completed at New York University in 1952. 
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d) The element of financial control, including how such control 
was secured and maintained, was examined as an important segment 
of financial policy. 

e) Any intercorporate relationships were examined and the over- 
all picture explained. 

f) Any mergers, combinations, or reorganizations were reviewed 
as part of the financial growth of the company. 

Because the dissertation deals with the financial policies of cor- 
porations located within a given state, the question of how the local 
capital market has aided or failed these companies in financing new 


issues as well as the making of a market for old issues was reviewed. 


The study revealed that although it was possible for corporations 
controlling assets of over $50 million to operate in Colorado, their 
financing, entrepreneurship, and control have been dominated by 
non-Colorado residents. Further, the most likely corporations to be 
locally financed would be those needing less than $1,000,000 in 
assets. Most funds were used, by the corporations reviewed, for in- 
creasing investment in fixed plant with almost all the balance of funds 
applied toward increases in working capital, principally inventories, 
cash, and receivables. Almost 50 per cent of all funds used as above 
came from retained earnings while increases in funded debt and 
equity securities made up the bulk of the balance. 

Distinctively, different financial policies in both uses and sources 
of funds of the smaller, more local corporations were revealed as 
against the larger, more non-local companies. The smaller organiza- 
tions applied more on a percentage basis to plant expansion but on a 
dollar basis they applied only about $8,000,000 more to such pur- 
poses. The larger companies applied more than five times the amount 
of funds to working capital uses than did the smaller organizations 
even though in certain cases comparatively large amounts of highly 
liquid funds were held. The policies of the smaller companies in the 
sources of such funds appear more conservative as they increased 
outstanding common stock, reduced outstanding preferred stock, and 
retained large amounts of earnings. 

Most external funds were secured by using bonds, followed by 
preferred stock and common stock in that order. Refunding and re- 
financing increased in volume after 1930. The older, more well- 
established companies used little external funds. Only small amounts 
of local external funds were secured. More planning of many of these 
financial moves appears desirable as local external financial costs are 
relatively high. 
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ADAPTATION OF THE FARM FIRM IN WESTERN 
KANSAS TO CONDITIONS OF UNCERTAINTY* 


Emery N. CAsTLe 
Federal Reserve Bank of Kansas City 


THIs THEsIs is an attempt to apply a knowledge of economic logic 
and statistical analysis to a production economics problem existing 
in society. The problem, decision-making under conditions of imper- 
fect knowledge, is one that may be established from the standpoint 
of a “felt” difficulty or on the basis of the established criteria of 
economic logic. 

An analysis was made of the precautions available to the farm 
organization that must operate under conditions of uncertainty. 
Many aspects of the general concept of flexibility were found to have 
application in western Kansas. One of these, a flexible cropping sys- 
tem where soil moisture tests were used as a predicting device, was 
compared with a continuous cropping system and an alternate crop 
and fallow system. The results indicated that the flexible organiza- 
tion would have been superior to the continuous cropping system 
both in terms of average return and variability of returns. The flex- 
ible system was superior to the alternate crop and fallow system on 
the basis of average returns, but these higher average returns were 
more variable. 

Liquidity is another precaution available to the entrepreneur who 
must operate with imperfect knowledge. By holding part of his assets 
in a form so that they may be converted into cash easily, he is in a 
position to meet production costs or family living demands if condi- 
tions so dictate. Although feed reserves have frequently been advo- 
cated as a means of combating uncertainty, it is evident that certain 
types of feed reserves, such as roughage, are quite illiquid. Either 
liquidity or illiquidity is consistent with diversification, but a prob- 
able characteristic of a flexible organization would be a high degree 
of liquidity. 

Diversification has long been advocated as a means of combating 
uncertainty. The reasoning for such a recommendation is that, al- 
though the yields of all crops vary greatly in western Kansas, they 
may not vary in the same direction or to the same extent. Similar 


* A dissertation completed at Iowa State College in 1952. 
414 


reas 
cati 
hy} 
| Co 
the 
loc 
dic 
pri 
ret 
wl 


Abstracts of Doctoral Dissertations 415 


reasoning would hold for prices. To the extent this is true, diversifi- 
cation would reduce variability of income. Empirical tests of this 
hypothesis were made from crop yields at the Garden City and 
Colby, Kansas, experiment stations. These tests were made for both 
the variability of physical production and gross income. At both 
locations it was found that diversification beyond two enterprises 
did not significantly reduce variability. By moving from one enter- 
prise to two enterprises, it was found that variability would be 
reduced; this reduction in variability was not large, but it may be 
rather important, because the benefit may occur in strategic years 
when there otherwise would be complete failure. 
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PERUVIAN FOREIGN EXCHANGES 
1929-1950* 


Rotr Hayn 
State College of Washington 


THIS THEsIs is a study of the vicissitudes of the Peruvian sol be- 
tween 1929 and 1950. Based upon this experience, certain broad 
criteria for a future foreign exchange policy are laid down. 

Foreign trade plays a very important role in the Peruvian econ- 
omy. Exports consist of a few raw materials, subject to great price 
fluctuations. Imports, consisting of a large variety of manufactured 
and semimanufactured goods, as well as of some basic foods such as 
wheat, do not, in the aggregate, fluctuate in price as much as ex- 
ports. Peru is an atomistic buyer and seller in world markets. There- 
fore, she practically has no influence on the foreign exchange prices 
of her imports and exports, and cannot affect her terms of trade by 
conscious policy. Peru’s foreign exchange market is far from com- 
petitive. Though there are large numbers of buyers of exchange, 
most of the supplies are controlled by a relatively small number of 
firms. 

Between 1929 and 1950, the sol depreciated considerably. It de- 
clined from 2.50 soles to the dollar in 1929 to about 15.00 soles to 
the dollar in 1950. There can be no doubt that the immediate and 
primary cause of this depreciation is found in the rise in the supply 
of payment media, which increased from 153 million soles at the end 
of 1929 to 2592 million soles by the end of 1950. This rise in the 
quantity of money was almost wholly the result of domestic factors, 
especially of government deficits. Foreign exchange inflows were a 
relatively insignificant cause. 

The Peruvian economy was drastically affected by the World De- 
pression. Between 1930 and 1932 inclusive, foreign exchange sup- 
plies declined by at least 76 per cent. Exchange controls were not 
established. Rather, the country adjusted to this decline by deprecia- 
tion, income deflation, and the suspension of service on the govern- 
ment foreign debt. Depreciation was found preferable to a stable ex- 
change rate under a gold standard as a means of adjusting to falling 
exchange supplies. During the one depression year during which 


* A dissertation completed at the University of Wisconsin in 1953. 


416 


Per’ 
tho: 
the 
stri 
] 
| the 
ecc 
| the 
Tk 
eff 
| of 
tir 
fis 
de 
ti 
v 
i 
V 
| 
| ] 
+ 


Abstracts of Doctoral Dissertations 417 


Peru was on the gold standard, real incomes declined by consider- 
ably more for a given fall in real imports than was the case during 
those years during which the sol depreciated. This was caused by 
the inadequate downward flexibility of the Peruvian cost price 
structure. 

Following 1932, the value of exports, the supplies of exchange, and 
the Peruvian economy recovered. Fiscal deficits also stimulated the 
economy. The exchange rate improved. Then, durnig 1938 and 1939, 
the value of exports declined, and the sol depreciated considerably. 
This depreciation protected Peruvian producers from the depressing 
effects of falling world prices. It also tended to shift the distribution 
of expenditures in favor of domestically produced goods. At the same 
time, the demand for goods and services was stimulated by heavy 
fiscal deficits. As a result of these deficits and the sol’s depreciation, 
domestic output increased to such an extent that Peru weathered the 
world recession of 1938 without suffering a decline in her real na- 
tional product. 

During World War II, the sol was stabilized with the aid of a 
voluntary control mechanism. However, during the war years, the 
supply of money increased so much, and, notwithstanding price con- 


- trols, prices increased to such an extent, that, as the war approached 


its end, the sol was considerably overhauled. This domestic inflation 
was caused by domestic deficits. Full-fledged exchange controls were 
established at the beginning of 1945 to maintain the exchange rate 
and channel the country’s exchange supplies into desirable uses. 
However, the exchange control machanism proved highly inefficient. 
Interested parties were unable to agree upon quotas for the alloca- 
tion of exchange. Furthermore, the domestic inflation, produced by 
government deficits and commercial bank credit expansion, con- 
tinued unabated. The sol became still more overvalued. Exporters, 
in a precarious economic condition because of rising domestic costs, 
began to resist controls in 1948. At the end of that year, controls 
began to be gradually abandoned and the sol was allowed to find its 
own level. 

At the present, the sol is a currency whose fluctuations are limited 
only by Central Bank intervention in the market. There are no ex- 
change controls. However, exporters have to give a certain propor- 
tion of their foreign exchange earnings, a proportion decided by ad- 
ministrative action, to the Central Bank. In return, they receive for- 
eign exchange certificates which have to be sold within a specified 
period of time for whatever the market will pay. The exchange these 
certificates represent can be used for imports only or for other au- 
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thorized purposes. This foreign exchange certificate system tends to 
minimize speculation and further the use of the country’s foreign 
exchange earnings for imports and other purposes considered de- 
sirable. 

A fluctuating exchange rate best serves Peru’s interests. A stable 
rate would not be desirable. The Central Bank should generally let 
the exchange rate vary in such a way as to offset foreign price level] 
movements. Thereby, maximum price stability will be furthered in 
Peru. This is desirable from the point of view of optimum resource 
allocation. Such rate fluctuations will also minimize the depressive 
effects of falling world prices upon Peruvian output and income. In 
order to maximize this output, the sol should not be allowed to appre- 
ciate before a reasonably full level of employment has been reached. 

If, for any reason, the Central Bank’s foreign exchange holdings 
should be insufficient to maintain a rate based on these criteria, the 
sol must depreciate. However, such depreciation, which generally 
would have to exceed that warranted by movements of prices abroad, 
need and should not be uniform. It should discriminate between the 
most and the least desirable imports. Such discrimination is recom- 
mended because of the country’s extremely uneven distribution of 
income. However, this discrimination should be only temporary, and 
should therefore not be used in order to depress the demand for 
foreign exchange in the event of a structural maladjustment caused 
by other than temporary phenomena. Here, general, non-discrimi- 
natory depreciation produces sectional price movements which tend 


to help in the allocation of the resources affected by the structural 
difficulty. 
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THE MONETARY AND BANKING THEORIES 
OF ALBERT GALLATIN* 


Lester B. MCALLISTER, JR. 
Beloit College 


AN EMINENT JEFFERSONIAN Republican, Albert Gallatin (1761- 
1849) wrote extensively on monetary and banking topics. This 
thesis analyzed Gallatin’s theories concerning money and banking 
both from the standpoint of their validity as applied to the problems 
of his day, and for their contribution to the development of economic 
thought. Gallatin’s ideas on the subject are to be found in his per- 
sonal correspondence and essays,’ and in his official papers and 
reports. Also, his monetary and banking theories may often be in- 
ferred from his activities as Secretary of the Treasury and, later, 
president of a New York bank. 

Gallatin was a “hard money” man. He made several suggestions 
for currency reform which might have enlarged the proportion of 
specie in the monetary system of the United States. Because a pure- 
ly specie system was impossible of attainment, however, Gallatin 
insisted that paper money issues should be redeemable in specie on 
demand. A national bank, in addition to serving as a fiscal agent for 
the government, also would check the note issues of state banks, 
and enforce convertibility. Gallatin’s concept of a central bank that 
not only should curtail inflations but, in certain cases, should coun- 
teract deflations, was ahead of his times. 

Many of Gallatin’s ideas were akin to those of the “Currency 
School” in England. Although he noted that bank deposits could 
arise as a result of bank loans, Gallatin failed, as did most of his 
contemporaries, to recognize that this process was a means to the 
creation of money by the banking system as a whole. Yet many of 
his ideas were both original and sound. For example, Gallatin 
understood the dangers in long-term lending by banks whose obli- 
gations were payable on demand. Furthermore, he pointed out that 
the popular demand for long-term bank credit in the United States 
often mistook a lack of capital for a shortage of money. 


* A dissertation completed at the University of Oregon in 1953. 


1. See The Writings of Albert Gallatin, ed. Henry Adams (Philadelphia: J. B. Lippin- 
cott & Co., 1879), especially Vol. III. 
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Gallatin’s “hard money” ideas were excessively conservative for 
an undeveloped country with great investment opportunities; but 
this same environment afforded validity to his use of the quantity 
theory of money. His “cash balance” version of the theory an- 
ticipated twentieth-century developments, and he saw that the pure 
quantity theory was applicable to some problems but not to all. 

In general, Gallatin’s ideas on money and banking were among 


the soundest treatments of the subject in the first half of the nine- 
teenth century. 
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THE INFLUENCE OF THE RATE OF INTEREST ON 
PERSONAL SAVING* 


R. S. WECKSTEIN 
The University of Buffalo 


Now, SEVENTEEN YEARS after the publication of Keynes’s The Gen- 
eral Theory of Employment, Interest, and Money, it is a common- 
place that personal consumption and saving are strongly influenced 
by changes in disposable income. During these same years, how- 
ever, most economists have had to adopt an unaccustomed agnostic 
view about the influence of the rate of interest on personal saving. 
This shift in scientific opinion was due in part to the recognition 
of the theoretical indeterminacy of the role of interest in consumer’s 
decisions and in part to the failure of statistical studies to provide 
convincing evidence. This dissertation attempts first to resolve the 
theoretical indeterminacy by applying testable psychological propo- 
sitions as a critique of economic theory, and then in order to break 
the statistical barrier it separates the problem into the redistribu- 
tion effect and the credit rationing effect thus making possible the 
use of a wide source of statistical and institutional data. The results 
obtained indicate a strong, positive saving-interest relation. Such a 
doctrine is not counter-revolutionary to developments in economics 
during the last seventeen years, for the interest-saving relation is 
clearly complementary to the disposable income-saving relation. 

In very brief summary, the argument is the following: The 
theoretical indeterminacy is due to the two-sided effect of (all) 
incentive payments: increasing the rate of interest (or, e.g., wages) 
provides both increased marginal payments which serve to spur 
greater saving (effort), and at the same time increased income, 
which may lessen the need for further saving (effort). The net 
effect depends therefore on whether the price effect or the income 
effect is dominant. Without further information there is no basis 
for knowledge on this point. Fortunately a development in modern 
psychology makes it possible for economists to evaluate the impli- 
cations of the alternative possibilities. 

But first, it should be clear that saving will increase when the 
rate of interest rises if the price effect dominates; it may decrease 
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if the income effect dominates. Saving will decrease only when the 
income effect dominates and when there is a preference for in- 
creased current consumption as compared with increased future con- 
sumption. Now, saving activities of this kind involve “aspirations” 
which individuals strive toward. Recent psychological research 
shows that “aspiration levels” generally rise after successes and 
fall after failures. Changes in the rate of interest (wages) will 
affect the success achieved in providing future (current) income. 
A rise in interest rates may therefore be expected to encourage 
further saving in order to contribute to the expanded future income 
goal. In contrast the proposition: “a rise in the rate of interest 
(wages, etc.) may either leave saving unaffected or will reduce it, 
ceteris paribus,” implies a pattern of aspiration shifts opposite to 
that found in the work of psychological research. 

A similar analysis is applied to the holdings of assets to show 
a further contribution to the positive saving-interest relationship. 

The second part of the argument is developed by a series of cal- 
culations to show the effect of interest rate changes on the distribu- 
tion of income, and thence the changes in aggregate saving. For 
this purpose recent estimates of tax incidence were used as well 
as estimates of the incidence of private interest cost. A high partial 
interest elasticity was obtained. 

Aggregate saving is the algebraic sum of saving and dissaving. 
Although the theory of dissaving is not different from the theory of 
saving, the necessity of financing dissaving through credit institu- 
tions in the economy places the dissavers under the control of 
credit rationers. It is argued, therefore, that though consumer bor- 
rowers may fail to respond to changes in the terms of borrowing— 
which is commonly asserted to be the case—their dissaving will 
nonetheless be restricted as the rate of interest rises because of ‘the 
credit practices of bank lenders. An analysis of credit practices 
which accompany interest rate changes supports the general conclu- 
sion of the rest of the thesis that a rise in the rate of interest, 
ceteris paribus, will be accompanied by a significant rise in aggre- 
gate personal saving. Although statistical estimates of the total in- 
terest elasticity of saving are now almost insurmountably difficult 
to obtain, we cannot for that reason disregard the partial quanti- 
tative and the qualitative evidence of the importance of the rate of 
interest on personal saving. 


THE INFLATIONARY IMPACT OF EIGHT FEDERAL AID 
AGENCIES DURING THE YEARS 1946-1950* 


ROBERT FREEDMAN, JR. 
Colgate University 


THE PURPOSE OF THIS sTUDY is to provide proof that agencies have 
been contributing to inflation in the postwar period and suggest 
methods by which agency operations may be integrated with federal 
fiscal and monetary policy. 
The agencies concerned are: 
. The Housing and Home Finance Agency 
. The Farm Credit Administration 
The Commodity Credit Corporation 
. The Farmers Home Administration 
. The Rural Electrification Administration 
. The Reconstruction Finance Corporation 
. The Veterans Administration 
. The Export-Import Bank 


It is contended that these agencies, originally instituted to shore 
up particular sectors of the economy during depressed periods, 
have now become so important in the structure of the economy that 
Congress has been willing to permit their continuance during in- 
flation. 

The first section orients the reader as to the role of agencies in 
the economy and presents institutional details explaining their 
functions, financing, and activities. 

The second section provides evidence that agencies have been 
inflationary. First, a theoretical analysis of how agencies influence 
national income is offered. It is shown that certain “monetary” 
agencies by lending, guaranteeing, insuring, subsidizing, and by 
performing secondary mortgage market functions create more per- 
fect money markets. It argues that agencies, by helping to reduce 
the components of the cost of borrowing and the risks of lending, 
facilitate the exchange of funds in certain money markets. Other 
agencies, “fiscal” agencies, aid by direct spending. 

Second, empirical evidence is introduced to prove that “mone- 
tary” agencies have reduced costs and risks. An analysis of relevant 
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rate structures shows that agencies have been most influential in 
reducing long-term rates within and between certain geographic 
areas. 

Third, an analysis of lending statistics demonstrates that agencies 
have increased total lending and borrowing by offering their own 
funds on a business basis rather than by influencing private lenders 
to expand loans (except in the area of housing). 

Fourth, it is calculated that agencies were accountable for be- 
tween 3 and 4 per cent of GNP during 1948, counting only aid 
unavailable in the absence of agencies. 

The last section suggests a policy by which the claims of agen- 
cies may be compromised with the claims of all other demanders 
for scarce resources. In brief, it is recommended that Congress 
delegate authority to a Monetary and Fiscal Council to relate total 
spending to the availability of resources with the objectives of pro- 
viding economic stability and preserving the authority of Congress 
to determine the relative importance of different programs. 


THE CAPITAL STRUCTURE IN AMERICAN BANKING 


GrorcE TAYLoR Harris* 
State University of Iowa 


THE CAPITAL STRUCTURE in banking differs materially from that of 
non-financial corporations; most of the resources have been sup- 
plied by the bank’s depositors. A bank is deeply imbued with the 
public interest; the maintenance of the solvency of our banks is 
fundamental to the American way of life. 

The capital structure should be adequate to absorb shrinkages 
in asset values, sufficient to maintain public confidence in the bank’s 
solvency, and large enough to assure availability of credit to the 
business community. 

In recent years there has been a marked decline in the amount of 
capital relative to deposit liabilities and earning assets of our banks. 
This trend has resulted in a situation in which, by all historical 
standards, many banks are seriously undercapitalized. 

A reappraisal of the capital situation clearly reveals that the 
capital-deposit ratio, the traditional yardstick, does not satisfactorily 
measure capital sufficiency. Recognition that the character or com- 
position of the resources of a bank tends to determine its possibility 
of shrinkage in asset values, and hence the amount of capital re- 
quired, has resulted in the supervisory employment of various “risk 
asset” ratios. Weaknesses have become obvious, however, in the 
typical “risk asset” ratio as a measure of capital adequacy. A better 
method of measurement of capital need is necessary. 

The Federal Deposit Insurance Corporation, which provides 
limited protection against loss to depositors and thus tends to sup- 
plement the capital cushion, does not eliminate the need for ade- 
quate capital structures. 

In presenting a positive program for the improvement of the 
capital structure of the banking system, a formula is brought for- 
ward for more precise measurement of minimum requirements for 
the individual bank. This formula is based on the principle that the 
adequacy of capital depends on the relative likelihood of shrinkage 
in asset values. Bank resources divided into six basic categories, 
with each assigned an appropriate percentage of capital need, is a 
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move toward more accurately indicating a sufficient minimum of 
total capital protection. 

Having calculated the minimum capital requirement of even the 
best-managed and most conservative banks, supervisors must con- 
sider many intangible items, such as skill of management business 
prospects for the community, etc., to determine whether additional 
capital beyond that called for in the minimum formulation is neces- 
sary for any given institution under scrutiny. 

Although the aggregate capital position of our banks may at 
present be sufficient for any periods other than acute crises, not 
anticipated, many individual banks are undoubtedly decidedly 
undercapitalized. These can be discovered by application of the 
supervisory formula developed in this paper, and steps taken to- 
ward alleviation. In implementing this program, legislation giving 
supervisory agencies power to enforce their directives toward capital 
expansion is highly desirable. An improvement in the quality of 
bank assets would ordinarily be preferable to forced-draft additions 
to capital for inadequately capitalized banks. Bank capital should 
be private capital, if we are to maintain the private enterprise 
nature of our banking system. 

Any capital ratio is only an objective tool which must be used 
as a supplement to knowledge and good judgment. The results of 
the application of the proposed formula ought to be interpreted 
and evaluated in terms of external factors. 

Although capital ratios, on the average and in individual banks, 
appear to be lower than the optimum, a study of the present situa- 
tion indicates no immediate cause for alarm. However, in the ab- 
sence of positive measures for improvement it appears probable 
that the deterioration of the capital structure in American banking 
will continue the trend of the last seventy-five years. 
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SOME BASIC MODIFICATIONS OF AMERICAN 
PROPERTY TAXATION* 


Lance L. CANTRELL 
Los Angeles City College 


THE PRINCIPAL OBJECTIVES of this study were a restatement and 
reappraisal of property taxation at the mid-century in view of the 
current importance of the tax as well as the efforts made to im- 
prove it. 

The general property tax has a history of criticism. No other 
tax has withstood comparable criticism to survive as a principal 
revenue source. Although it does possess theoretical weaknesses, 
as do most taxes, much can be said in its defense. The chief criti- 
cisms of the tax depend for their validity principally on administra- 
tive faults. In fact, the evidence is strongly convincing that it is 
the practice, more so than the theory of the tax, which is the sound- 
er basis for criticism. Current complaints of heavy property taxes 
are not too realistic when related to the potential tax base. A sub- 
stantial margin exists for increased levies because of unreasonable 
exemption, evasion, and the lag in assessed values. 

The general property tax was the largest single tax source for 
most of our history before World War II. It remains the most sig- 
nificant tax source for local governments, yielding more than 80 
per cent of local taxes and one-half of local revenues. Local gov- 
ernments are so heavily dependent on the tax for independent 
revenues that the scope of their activities is in large measure de- 
termnied by this tax base. The financial needs at the local levels of 
government have increased proportionately faster than on the na- 
tional level in very recent years, and yet, despite increases, the 
property tax has declined in relative importance in local revenues. 
Property taxation, therefore, is an extremely critical problem, for 
a breakdown of this tax would jeopardize orderly functioning of 
local governments. 

Following are some conclusions indicated by the study. (1) Since 
there is every reason to assume its continuance a change in attitude 
toward the tax is needed. A changed attitude is the first requisite to 
improving the tax. So long as it is assumed it must be unscientific 
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and inequitable, surely it will so continue. It cannot be made scien- 
tific and equitable merely by willing it; however, neither can it be 
improved without the will to do it. Much of the literature on the 
topic confesses to the manifest hopelessness of effective property 
taxation. Nevertheless, the tax continues despite the entreaties, 
Property constitutes one of the historic, and most obvious, evidences 
of ability to pay taxes. Despite the difficulties which beset it, the 
general property tax is an important and most timely problem. (2) 
Much can and has been done through substantive and administra- 
tive modification to make the tax more scientific, equitable, and 
productive. Such modifications as classification, exemption, limita- 
tion, assessment supervision, and equalization have desirable fea- 
tures and, used with discrimination, are capable of improving the 
quality of property taxation. 
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EMERGENCY EXCESS PROFITS TAXATION AND 
PROPOSED MODIFICATIONS* 


Donato M. 
Humboldt State College 


A PRELIMINARY INVESTIGATION showed excess profits taxation to 
be unduly complicated, capricious, and repressive. Some of its ir- 
regularities and unneutralities could be eliminated or reduced, but 
most of them are inherent in any attempt to define and measure 
excess profits. However, an empirical study of corporate profits has 
shown that the existence of excess profits has been greately exag- 
gerated mainly because the definition of excess profits has been in 
absolute rather than relative terms. By defining excess profits as 
relative rather than actual increases over base-period earnings, the 
excess profits tax could be confined to a much smaller area and an 
increase in the corporate income tax could be substituted for much 
of it. 

The net incomes of 115 corporations for the 8 years 1945-52 and 
of 18 of these corporations for the 18 years 1935-52 were obtained 
from Moody’s Industrials. Net incomes were before federal income 
and excess profits taxes and, in order to account for changes in in- 
vested capital, net incomes were expressed as percentages of net 
worth. On the theory that an increase in the corporate income tax 
could be used instead of an excess profits tax if the changes in 
profits were uniformly distributed among all corporations, only 
relative changes in a corporation’s profits were considered relevant. 
In order to remove the changes in the average level of profits of 
all corporations, the earnings of each corporation were expressed 
as index numbers, using the average earnings of 115 corporations 
as the base and equal to 100 per cent. 

The conclusion reached from this empirical study was that excess 
profits (when defined as greater-than-average increases in earn- 
ings) are far less marked than is generally supposed. On the basis 
of this evidence it was proposed that each taxpayer’s average earn- 
ings credit be increased to reflect changes in the average earnings 
of all corporations. This new definition of excess profits would 
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greatly reduce the initial coverage and yield of this complicated 
and capricious form of taxation, and a subsequent lessening of the 
differential effects of the emergency on corporate profits would 
cause a further reduction in the coverage and yield of the excess 
profits tax. The reduction in revenue caused by this modification of 
the excess profits tax could be made up by an increase in the regular 


corporate income tax or, preferably, by some form of undistributed 
profits tax. 
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Business Finance 


Financial Public Relations: For the Business Corporation. By Herman S. HEt- 
TINGER. New York: Harpers, 1954. Pp. xviii+204. $3.50. 


In his introductory chapter Mr. Hettinger sums up the need for financial 
and stockholder relations. He concludes that forward-looking corporations must 
maintain close, continuous relations with stockholders, potential investors, in- 
vestment banking firms, brokerage houses, investment trusts, investment coun- 
selors, and others who comprise the nation’s financial community. 

The explanation of a financial relations program for a corporation considers: 
(1) the annual report, (2) continuing information such as interim financial 
reports, special bulletins, article reprints, and copies of speeches; (3) the 
corporate basic report which would provide both the shareholders and security 
analysts with a complete picture of the company, its industry position, long- 
range accomplishments, and plans for growth and development; (4) materials 
particularly for stockholders, including letters to new stockholders, dividend 
inserts, news letters, and reports on annual meetings; (5) financial publicity; 
(6) personal contact, plant tours, press meetings, speeches, and stockholder’s 
meetings; (7) steps for organizing the program. 

The principal emphasis of Mr. Hettinger’s book has been placed on the situa- 
tion faced by the great group of middle-sized corporations in the United States, 
what they have been doing, and what they might do in the field of financial 
and stockholder relations. The material presented will meet the interests of 
both the executive concerned with financial and stockholder relations and the 
specialized practitioner who is concerned with the day-to-day activities of 
public relations. This is a practical book on public relations written by a 
man who has been able to draw upon his own experiences and that of his friends 
and associates in the field. 

R. M. Noten 
University of Illinois 


The Role of Mergers in the Growth of Large Firms. By J. FRED Weston. Los 
Angeles, California: University of California Press, 1953. Pp. xvi+159. 
$3.50. 


Weston undertakes four specific tasks: (1) to provide data on “the relative 
extent of internal expansion and external acquisitions in the development” of 
selected corporations; (2) to analyze the effect of mergers on industrial con- 
centration; (3) to review the economic theory of mergers in the light of his 
empirical findings; and (4) to derive the implications of his findings for public 
policy. 

To make his analysis, Weston selected seventy-four firms from twenty-two 
industries, each with high concentration ratios. He next compiled statistics 
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showing the total assets for each firm annually from an initial year (the earliest 
year for which data were available) through a terminal year, 1948. He then 
calculated for each firm the relative extent of internal growth and external 
growth (growth by acquisition) by three methods. 

He finds that the proportion of the total growth of his seventy-four firms 
accounted for by external growth is 33.1 per cent by his first method, 22.3 
per cent by his second, and 19.2 per cent by his third. From these calculations 
he generalizes that “The direct effect of mergers on the absolute size of large 
firms appears to have been small” (p. 30). 

Granting his premises, this is a sound conclusion but it is unintentially mis- 
leading. Unfortunately, others have already been misled by it. For example, 
Weston’s associate, Dean Neil H. Jacoby, writing in the Journal of Political 
Economy for December, 1951, and referring to Weston’s study, had the follow- 
ing to say: 

“A forthcoming empirical study demonstrates . . . that between 1905 and 1948 
two-thirds of the increase in the total assets of the largest American manufac- 
turing corporations in the most highly concentrated ‘industries’ was due to in- 
ternal growth and that only one-third was achieved through acquisitions of 
assets from other firms. Prohibition of all business mergers between 1900 and 
1948 would have changed only to a minor extent the degree of concentration 
found in these industries in 1948” (p. 526; italics in original). 

This generalization is invalid. It overlooks the fact that the power of the 
combination to grow was made up of the power of each previously independent 
unit to grow, plus or minus such accelerating or retarding influences as the 
combination exerted on growth. Although a large part of the absolute size of 
present-day oligopolies is in many instances directly ascribable to internal 
growth, if the merger movement had not taken place the assets of the many 
separate companies that were combined might conceivably have shown a rate 
of growth comparable to that of the combinations. In short, in the absence of 
a merger movement assets as large as those today under the control of a single 
company might have been under the control of as many companies as went into 
a particular merger. Weston at one point specifically recognizes what Jacoby 
ignores for he says, “Although the absolute size of present day oligopolists is 
due only in small part to either earlier or later acquisitions, the relative posi- 
tion of these firms is accounted for” by the earlier acquisitions (p. 49; italics in 
original). At p. 103, however, Weston implies that the merger movement has 
had little or no effect on industrial structure when he states: “There is no as- ' 
surance that if the early combinations had not taken place, industrial struc- 
tures would be substantially different from what they are today.” 

Students seeking more precise knowledge on why big firms are big will wel- 
come Weston’s statistical analysis. But any effort to measure precisely such a 
complicated phenomenon is fraught with danger. Weston’s analysis leads to 
some interesting but misleading anomalies. For example, by his method (2) he 
finds that internal growth accounted for only 6 per cent of the American Can 
Corporation’s total growth and that internal growth accounted for 94 per cent 
(Table 9, p. 144). His analysis assumes that the initial combination is in no 
way responsible for the 94 per cent. This assumption is invalid. When organized 
fifty years ago, American Can acquired virtually a monopoly of can-making by 
merging more than 100 can-making firms. Its size gave it unique bargaining 
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power and for many years it obtained secret rebates in buying tin plate from 
the U.S. Steel Corporation. Armed with this advantage, and operating in a 
dynamic economy, it has grown tremendously. Its leading rival, Continental 
Can Company, was likewise born through merger, but it was born later and 
for a decade after its birth continuously bought out smaller rivals. Being 
younger, it retains better the earmarks of its origin. Only 56.7 per cent of its 
total growth represented internal growth. As time marches on, it will do better. 
If both American Can and Continental Can, which together accounted for about 
85 per cent of domestic can output in 1941, live to be a hundred years old and 
continue to thrive in a growing economy, their externally acquired assets may 
become so diluted as almost to disappear—although they may continue to make 
most of the country’s cans. But can they or Weston deny their paternity? I 
think not. I do not believe economists can measure precisely the influence of 
mergers on either the absolute size of present-day firms or on industrial struc- 
ture. But I believe that the influence of mergers is much greater than Weston’s 
study indicates. 

Weston based his calculations on only two years, the first year for which 
data were available and the terminal year, 1948. I believe, although with such 
data as I have before me I cannot prove, that the two most important factors 
in the absolute size of today’s largest manufacturing corporations are mergers 
and wars. I have no doubt that the assets of most of Weston’s seventy-four 
corporations grew tremendously during World War II and the postwar infla- 
tion. It would have been helpful in testing this hypothesis had Weston cal- 
culated the relative importance of internal and external growth for all of his 
corporations in 1939. It would also have thrown a different light on the im- 
portance of mergers to industrial structure. For example, Weston’s calculations 
of the relative importance of du Pont’s internal and external growth between 
1902 and 1948, treating initial assets as due to external growth, show that 
external growth accounted for only 38.6 per cent of total growth, whereas in- 
ternal growth accounted for 61.4 per cent. Using Weston’s identical method 
for calculating external and internal growth between 1902 and 1939 would 
have reversed his figures. In short, before the impact of World War II and the 
postwar inflated demand for chemicals, du Pont’s size even by Weston’s method 
was largely the result of acquisitions. Other similar calculations might similarly 
reverse his findings. 

Weston’s conclusions on public policy stem from his findings. Mergers, not 
having had much effect on industrial structure, do not present a serious public 
policy question. “The losses involved in atomizing an industry might be. . . 
serious” (p. 95). Indeed they might. Between “atomization” of industry and 
the dissolution of firms whose market behavior seems inconsistent with “work- 
able” competition is quite a gap, as indeed Weston seems to recognize. He 
says of the 1950 amendment to the Clayton Act: “We . .. now have the 
opportunity to develop a body of experience with the exercise by the Federal 
Trade Commission of its original authority over mergers” (p. 100). The tem- 
perate character of Weston’s position is reflected in a concluding sentence to 
which few economists will take exception: “The great present need is for 
additional guidance from economists on criteria of effective competition and 
for operational concepts for measuring increases or decreases in competition, 
substantial or otherwise” (p. 100). 
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Weston is to be congratulated for his pioneer efforts in developing and test- 
ing criteria of the significance of mergers. He has greatly enhanced the use- 
fulness of his study by his generous offer to supply interested parties with his 
worksheets. They represent prodigious labor and contain a mine of information. 


GeEorcE W. STOCKING 
Vanderbilt University 


Consumer Credit 


Personal Finance: Principles and Case Problems. By ArtHUR HANSON and 
Jerome Conen. Homewood, Ill.: Richard D. Irwin, 1954. Pp. xi+682. 
$6.00. 


“Tf the following pages have any value, the measure of their worth will be the 
degree to which they will help you to reason wisely, to understand, and come to 
sensible decisions on the host of financial dilemmas which will beset you over a 
lifetime” (p. vii). With these words the authors introduce a new textbook which 
is not merely general and descriptive or a “how to do it” book. They try to lay 
a foundation of principles which can be applied under changing conditions to a 
wide variety of problems relating to personal finance. 

Although such sections as opening a charge account, cashing a check, or open- 
ing a savings account follow the “how to do it” pattern, the book, for the most 
part, leads the student to find answers to his own financial problems. It familiar- 
izes him with primary sources and presents well-selected readings, thought-pro- 
voking questions, projects, and case problems. This is the first time the case 
method has been used in a personal finance text. These cases bridge the gap be- 
tween principle and practice, stimulate interest, and help the student develop his 
power of reasoning. The wide choice of cases enables the student to select those 
which especially interest him. 

The famous quotations at the head of each chapter are refreshing and thought- 
provoking. Student interest is also kindled by a direct personal approach, such as 
“To those of you who aspire, 20 or 30 years from now, to be in the top-income 
brackets, some of the main facts culled by the Bureau from the data it assembled 
may be of interest” (pp. 10-11). Quotations from popular magazines help to 
effect the rapport with the student. However, these do not preclude many refer- 
ences to government documents and other primary sources. 

The authors take pains to clarify many technical terms which the student may 
encounter in managing his personal finances. These are usually explained by con- 
crete examples or mathematical calculations. The true interest rate on instalment 
purchases, the effect of variations in down payments, amortization periods and 
interest rates on the monthly payments on a home, investment yields, the cost of 
various types of insurance, and the value of a right to purchase a new security 
are some of the mathematical explanations. However, the 1 per cent rule for capi- 
talizing income is referred to without any explanation, and the reader is merely 
told to ask a good insurance agent to explain the “assured home-ownership plan.” 

Tables synthesize a wealth of information. For example, Table IV-I evaluates 
methods of savings from the standpoint of maintenance of principal, hedge against 
inflation, rate of return, certainty of return, selling charges, long-term growth, 
and general liquidity. A few tables are poorly selected and consume space far 
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out of proportion to the contribution they make. Several are so diminished in 
size that they can scarcely be read. 

The chapters on insurance, investment, and investing in a small business are 
superior to those on income, expenditures, savings, borrowing, buying a home, 
taxation, and wills. The style is not uniform throughout. In some places it is 
tedious and wordy with excessively long sentences. There are frequent shifts in 
person from first to second to third. 

The book is on the maturity level of Juniors and Seniors in college. Only . 
chapter v, “Using Your Bank,” is on the junior college level. The text is better ; 
adapted to majors in liberal arts or science than those majoring in finance, 
economics, or business, as it fails to use the background in principles of eco- 
nomics, money and banking, and introductory accounting which the latter have. 
The book would be strengthened by more economic analysis and value judg- 
ments. 

The authors have written the most thorough, thought-provoking, and up-to- 
date text in personal finance with a teacher’s manual to accompany it. They 
cover a wide range of subjects without being superficial or trying for a coverage 
comparable to a semester’s course in each subject. Its content makes the book a 
valuable reference for other courses in economics, sociology, social work, and 
finance. While it is not a popular book, any adult seriously interested in money 
management will find it worthwhile reading. 


Book Reviews 


HELEN C. Potter 
Loyola University 


Trends in Consumer Finance. By M. R. Netretp. Easton, Pa.: Mack Publishing 
Company, 1954. Pp. xiv+142. $6.00. 


Dr. Neifeld has collected in one volume much important information descrip- 
tive of operations of small loan companies for the years 1938-51. He presents 
time series of annual data for loans outstanding, loans granted, principal col- 
lected, bad debts, interest charges, and ratios of net earnings to assets. There is 
information also on the distribution of expenses, advertising expenditures, asset 
accounts, collateral security, financial structures of large firms, and attributes of 
borrowers. Each chapter presenting statistical data contains a brief, generally 
non-technical, description of the series presented and of the significance these 
series have to an understanding of trends in small loan business. Many charts 
have been used. 

In concept, this book is excellent. No comparable work is available. The data 
collected here are available otherwise in the separate annual reports of state 
administrative agencies in as many as thirty-nine states or in trade publications. 
It is unfortunate, therefore, that the work must be criticized on several points. a 

The title is misleading. With minor exception, this is a compilation of data 
concerned only with operations of small loan, or “consumer finance,” companies. 
“Consumer finance,” in this context, is a subclassification of the usual subclassi- 
fication, “instalment cash loans,” found in other discussions of consumer 
financing. 

The presentation of data is not always quite accurate. In six tables, dollar 
data in parallel columns are presented in different magnitudes. This leads, for 
example, in one case (p. 87), to the illusion that the “other,” or miscellaneous, 


is 
G 
d 
4 
e 
a 
h 
y 
a 
\- 
e 
Ty 
y 
t 
d 
f 
y 
y 
S 
t 
r 


436 The Journal of Finance 


assets of small loan companies exceed in magnitude the “loans receivable.” Com- 
parison of data for Indiana licenses as published by the Department of Finan- 
cial Institutions in its Annual Reports shows most figures to be accurately repro- 
duced, but a transposition of three data is found in the table on page 52 and an 
erroneous figure is found on the following page. The number of licensees pro- 
viding the data attributed to small loan operations in Indiana is in some years 
nearly 10 per cent higher, in others, 10 per cent lower than the figures shown on 
pages 16-17. 

In fourteen tables, figures for Oregon are presented in two lines, one desig- 
nated, S/L, the other, M/V. These figures or symbols are not defined. 

On page 68, the figure, 20.5, for taxes as a percentage of total expense obvious- 
ly should be 19.6, as a glance at the table on the next page shows. On page 81, 
it is noted that “In California and Nevada no loans were made on unsecured 
notes” while on the next page, “Reliance on unsecured notes ranged from a 
high of 100% of all loans made in Connecticut to a low of 16.9% of all loans 
made in Oregon.” 

Where attention is focused on “trends,” it seems that series on financial 
structures over a period of years, such as the data released for publication from 
time to time by the First National Bank of Chicago, would be preferable to the 
figures for ten large small loan and time sale finance companies and for a single 
date, October 14, 1952. 

The positive contribution which this compilation makes to the literature of the 
field cannot be obscured by criticism of detail, however. The availability of 
figures in a single volume will facilitate the work of persons seeking perspective 
on trends in operation of small loan companies. The bibliography, list of admin- 
istrative agencies, and technical notes will also assist in the more rapid comple- 
tion of specific research projects. 


Lorinc C. FARWELL 
Northwestern University 


International Finance 


Speculative and Flight Movements of Capital in Postwar International Finance. 
By ArtHurR I. BLoomrie.p. (“Princeton Studies in International Finance,” 
No. 3.) Princeton, N.J.: Princeton University Press, 1954. Pp. 88. $1.00 
(paper). 


Too little is known about speculative and flight movements of capital, and Dr. 
Bloomfield is to be thanked for writing this monograph. Most of such move- 
ments are at some time reflected directly or indirectly in changes in ownership 
of bank balances. Those that can be identified show up in published balances of 
payments. Others may be sensed by alert central bank personnel even though the 
concrete evidence is not present. Dr. Bloomfield’s key vantage point in the Fed- 
eral Reserve Bank of New York places him in an unparalleled position to ob- 
serve and reflect on speculative and flight movements of capital. 

Bloomfield contends that private capital movements have been widespread 
since the war in spite of the exchange controls that make many of the move- 
ments illegal. Flight movements are induced by political instability and war 
scares, of which there has been no shortage since 1945. Speculative movements 
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feed on expectations of changes in exchange rates. When exchange rates are 
pegged, a rate change is most likely when the country is in balance-of-payments 
difficulty. Under such conditions, speculators have a one-way option and the 
resulting capital movement will be of a disequilibrating nature. 

The chief methods of moving capital have included leads and lags in com- 
mercial payments, the assumption of an uncovered position in the forward ex- 
change market, incorrect invoicing in merchandise transactions, black market 
deals in currency, and private compensation arrangements. Thus, between the 
pound and dollar areas there were significant movements of speculative capital 
through retarded and then accelerated payments in commercial accounts in mid- 
1947, mid-1949, late 1951, and early 1952. 

One aspect of the widespread movement of funds has been that a significant 
part of United States government foreign aid has gone to finance hot money 
movements. Some of these have been movements back to this country. As a 
result, however, United States aid has kept normal world trade and payments at 
higher levels than could have been maintained otherwise. 

In his concluding section on possible solutions to the problem of capital 
movements, Bloomfield sees the greatest hope in reducing the incentives for 
speculative movements. The first step is the achievement of a genczai interna- 
tional payments balance. This in turn calls for policies of internal stability in all 
countries, policies leading to high employment in surplus countries and the 
liberalization of their trade programs, the adjustment of overvalued exchange 
rates, and structural changes in trade to increase European exports to non- 
dollar areas. The second step is the achievement of adequate foreign exchange 
reserves, through the IMF, other sources of compensatory financing, a rise in the 
price of gold, stabilization credits, or some other device. 

Bloomfield opposes the solution of freely fluctuating exchange rates. In order 
for speculative movements to be of an equilibrating nature under free exchanges, 
it is necessary that balances of payments be in approximate balance, and that 
countries be in a “strong external position.” The argument for free exchanges 
thus assumes that the adjustment mechanism of the textbook is working better 
than it is actually likely to work. If a country has a weak external position and 
low reserves, a free exchange system would be virtually useless. If, on the other 
hand, Bloomfield’s conditions for the reduction of the incentives for speculative 
movements of capital were to be achieved, it would seem that rate fluctuations 
under free exchanges might be almost as limited as under stable exchanges. 

The only realm for disagreement with this excellent monograph is in its policy 
conclusions. However, the argument presented is reasonable, and the critic can- 
not be any more sure of his own conclusions than he is unsure of Bloomfield’s. 


The Princeton people are doing a real service to the profession in publishing 
manuscripts of this caliber. 


SAMUEL E. BRADEN 
Indiana University 


Foreign Exchange in the Postwar World. By RaymMonp F. MIKEsELL. New York: 
Twentieth Century Fund, 1954. Pp. xv+658. $5.00. 


This book endeavors to bring together, largely on a comparative basis, infor- 
mation on the exchange control systems and international payments arrange- 
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ments of the countries of the world. It is not, however, a handbook of exchange 
and trade practices, but is rather an attempt to analyze and evaluate the policies 
underlying international payment practices and techniques. 

The author, professor of economics at the University of Virginia and con- 
sultant on foreign exchange matters to United States official bodies, is particular- 
ly well placed to cast into a single mold what has heretofore been available only 
in scattered articles and official reports. He also discusses the world’s currency 
problems and makes tentative suggestions as to the possible course of interna- 
tional economic and financial policies. The Twentieth Century Fund has ren- 
dered an eminent public service by sponsoring Professor Mikesell’s book. 

The main difficulty with the book is the inevitable lag between the completion 
of the manuscript and the publication date. The descriptive material deals with 
the foreign exchange systems as they were in 1952 and early 1953 (although a 
brief addendum mentions certain major developments that occurred during the 
summer and fall of 1953); but the book was published only in the spring of 1954. 
The present tense is thus employed to describe exchange practices and economic 
conditions that have changed materially since early 1953; and it is also used to 
discuss policy alternatives some of which have in effect become irrelevant be- 
cause of subsequent developments. More particularly, the British exchange 
regulations have been substantially revised; Britain’s external economic position 
has much improved; and the re-establishment of a wider international trade 
and payments system seems much nearer today than a year and a half ago. 

In a field characterized by continuing change, descriptive parts of any book 
will, of course, seem quickly out of date; the real test is whether the author’s 
judgments about problems and policies have withstood the ravages of time. In 
this respect, Professor Mikesell has done rather well, which in itself is an ac- 
complishment worth noting. It should be added that the author has restated 
quite recently the gist of his views about international economic policies in an 
essay on “The Emerging Pattern of International Operations,” published by the 
International Section of Princeton University (Essays in International Finance, 
No. 18, April, 1954). 

Professor Mikesell strongly emphasizes that the restoration of currency con- 
vertibility can be achieved neither by “pious resolutions” nor by a “dash for 
convertibility,” but rather step by step by converted policies of the major trad- 
ing nations in an environment of efficient domestic economies. These views have 
been vindicated by the approach to currency convertibility that has been actu- 
ally adopted in the last year or so. Certain other views that Professor Mikesell 
puts forward seem, however, much less convincing. For instance, to my mind, he 
has overstated the virtues of limited or regional multilateralism; he argues in 
favor of retaining the European Payments Union after the transition to a wider 
payments system; and he appears to overemphasize the political unpopularity 
in Western European and British Commonwealth countries of freer dollar trade 
and payments. Conversely, Professor Mikesell’s skepticism about the Interna- 
tional Monetary Fund—more particularly about its role in helping restore gen- 
eral currency convertibility—does not appear fully warranted. These are, of 
course, issues on which divergencies of views are reasonable and legitimate. 

Altogether, therefore, Professor Mikesell’s book is a notable contribution to 
our knowledge of postwar international payments. In its comparative analysis of 
exchange controls and payments arrangements and practices, it is, to my knowl- 
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edge, the only book of its kind; and in its review of international economic and 
financial problems and policies it is a most helpful guide for both the profes- 
sional and the general reader. 

M. A. Kriz 
New York, N.Y. 


National Incomes and International Trade. By Hans NEIssER and FRANCO 
Mopic.ian1. Urbana, Illinois: University of Illinois Press, 1953. Pp. xviii+ 
396. $7.50. 


This book is the result of nearly ten years of research, directed by two 
authors well known for their contributions in the field. They have attempted 
to go beyond an explanation of the relation between income and foreign trade 
for a single country, and to work out the relationship of these factors among 
countries by applying Keynesian concepts and macro-economic methods. 

They start by separating all countries engaged in international trade (except 
Soviet Russia) into two groups: “industrial,” defined as having more than 
half of its exports in the form of manufactured goods, and “primaries,” or 
non-industrial. The industrial countries by this criterion consist of the United 
Kingdom, the United States, Germany, and France, each of which is large 


‘enough to be considered as a separate unit in the statistical equations, and 


seven other countries which are always lumped together—Italy, Japan, Sweden, 
Belgium, Switzerland, Czechoslovakia, and Austria. All the other countries 
are treated as one group of primaries. The authors point out that if some 
other criterion of “industrial” had been used, as for example the occupations 
of the gainfully employed, the industrial group might have included Canada, 
Australia, New Zealand, the Netherlands, and Denmark, and might have 
excluded Japan. 

In all the countries, whether industrial or primary, the volume of imports 
and exports was found to depend largely upon prices, net stock change, and 
net capital flow. But, in addition to these common factors, it was found that 
the imports of industrial countries were heavily dependent upon income and 
food production; that the imports of non-industrial countries were dependent 
upon exports plus industrial output; and that the exports of all countries, in- 
dustrial as well as primary, were dependent upon total imports of all other 
countries. 

Keynes’s assumption that the imports of an industrial country are a function 
of its income, is therefore not borne out by the evidence for the years be- 
tween the two world wars, which is the period considered. This evidence is 
presented in the form of a great many regression equations, difference equa- 
tions, coefficients of elasticity, reliability, and the like. Imports and exports for 
each country or group are broken down into food, raw materials, and manu- 
factured goods. For some series, the time period is divided into two parts. 
Sources for the statistical material are carefully described and evaluated, and 
the notes on method are clear and concise. 

It is obvious that a short review cannot do justice to a piece of research 
which has been done with such meticulous care and with such honest statement 
of the difficulties encountered. The aithors are quite conscious of the prob- 
lems involved in the use of price index numbers as deflators for trade totals. 
They point out that their assumption of constancy of structure throughout 
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the period is necessary, but may not actually hold true. They recognize that 
the relationships which were found to exist during the interwar period will 
almost certainly not be valid as forecasters for the present. But with all their 
modesty they are firm in their opinion that the macro-econometric approach 
has great value as a workable, short-run theory of international economics. 
They would like to carry it further in studying the relation between world- 
wide full employment and world equilibrium, and in analyzing the international 
transmission of income changes. 

This is not a book for summer hammock reading, but the reader with even 
a minimal acquaintance with the techniques of correlation and regression 
will be able to understand it. There are excellent summaries of method and 
results at several points in the book. The Institute of World Affairs of the 
New School for Social Research has performed a real service in making pos- 
sible this study. 

Marcaret G. Myers 

Vassar College 


An International Economic System. By Jacques J. Potax. Chicago: University 
of Chicago Press, 1954. Pp. xi+179. $4.75. 


When one does not completely understand something he has a tendency to 
be highly critical of it. This may be justified in some cases as a result of the 
material being incapable of being understood because of its illogicalness and 
inaccuracy. The reviewer wishes to be as charitable as possible to the author 
of An International Economic System because he does not understand the book 
in terms of the objectives of the work as stated by the author. Let it be known 
immediately that the jacket describes the author as a distinguished econometri- 
cian, and the reviewer is not—not even a mathematical economist. 

The book consists of only 179 pages of less than average size, and most 
of this is devoted to a statistical verification of the theory propounded in the 
first five chapters (60 pages). In his Preface the author states that after giv- 
ing a bird’s-eye view of the system in chapter i, chapters ii, iii and iv might 
well be skipped because “these chapters are in places more difficult than the 
rest of the book.” That leaves really only chapter i (7 pages), and chapter v 
(another 7 pages), for the main thesis of the book, for as stated previously, and 
in the words of the author (Preface, p. viii), “the contained relationships are 
fitted together (chapters i to v), and from there to the statistical section.” 
Those of us who have had some trouble explaining the international economic 
system (if indeed we can refer to it as a single system) are, therefore, some- 
what surprised to find the explanation given in fourteen short pages, or in 
reality seven pages (chapter v). However, let us not prejudge what the author 
has done and examine his presentation in greater detail. 

In the words of the author, the objective of the book is to show “how cer- 
tain elementary relationships, the significance of which in national economies 
is already well-known, can be transferred to the field of international trade. 
The experience of the thirties taught us the importance of effective demand 
as a factor determining the sales of different industries in the home market; 
this study stresses the effects of the same factor, effective demand, upon sales 
by different countries in world markets.” The first chapter is devoted to an 
outline of “An International Trade System.” The author points out that this 
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could be done from the combining of the “models” of the various countries, 
but such a process would be very difficult, and furthermore very time-consum- 
ing (p. 14). “It would seem more profitable therefore at the present stage of 
statistical knowledge to construct directly an international economic model.” 
Chapter ii is devoted to “The Foreign Trade Multiplier” and is highly mathe- 
matical in character. The same may be said about the approach of chapters 
iii and iv and it will be recalled that even the author stated that these chap- 
ters were more difficult than some of the others and might be skipped. 

The title of chapter v is “The International Economic System.” The re- 
viewer finds it very difficult to discover in these seven pages just what con- 
stitutes the “system.” The five sections of the chapter are entitled: 1. The 
Endogenous System, 2. Two Categories of Shocks, 3. Autonomous Investment, 
4. Import Restrictions, and 5. Changes in Relative Prices. The “system” 
would seem to consist of a very complicated formula which is immediately 
qualified so that it is difficult to know just what constitutes the final system 
of the author. The following will illustrate: “We shall find, in fact, that the 
damping is rather great, so that the value of ~x,, will adjust itself rather rapidly 
to A, the net sum of the shocks operating in the system. . . . Two categories of 
shocks may be distinguished. . . . Import restrictions also constituted an im- 
port category of autonomous shocks, all in a downward direction, in the 
volume of world trade.” The remainder of the book is devoted to a statistical 
verification of twenty-five countries including the United States. 


Lewis A. FROMAN 
Russell Sage College 


Introduction to International Economics. By DetBert A. SNIDER. Homewood, 
Ill.: Richard D. Irwin, 1954. Pp. xix+472. $6.00. 


Professor Snider’s work is designed as a textbook for a one-semester, intro- 
ductory course in international economics for students who have had a year’s 
course in principles. The book is divided into relatively short chapters, with 
recommended reading and study questions at the end of each chapter. Professor 
Snider’s style is easy and readable, but never patronizing. Within the limits 
which he has set for himself, he has been remarkably successful in explaining 
difficult matters simply; he does not gloss over or avoid them. This reviewer 
can unqualifiedly recommend the book for the purpose for which it was written. 

The book is divided into five major sections: I. The Theory and Empirical 
Foundations of International Trade and Factor Movements”; II. “The Prob- 
lem of International Disequilibrium”; III. “The Process of Balance-of-Pay- 
ments Adjustment”; IV. “Public and Private Barriers to Trade”; and V. “The 
Search for Economic Stability and Growth Through International Co-opera- 
tion.” As Professor Snider states in his Preface, he has “. . . reverted to the 
earlier custom of beginning with the theory of trade—including in the latter, 
incidentally, the theory of international factor movements—and then proceed- 
ing to the balance of payments.” This makes the text appear, at the beginning, 
a little more difficult than it really is. While the reviewer might have preferred 
some postponement of theory—to give the student more “momentum,” so to 
speak, before tackling it—he can see the logic of the order adopted, which the 
author says is based on his own teaching experience. 
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Professor Snider handles the theory simply and deftly, and its early presenta- 
tion probably does add to the student’s appreciation of the subsequent em- 
pirical material. The theory presented in a concentrated form in the early 
chapters, as well as that appearing incidentally throughout the entire book, is 
always treated on the basis of that most generally accepted at the present time. 
Professor Snider never states generally discarded theories merely in order to 
refute them. This exercise he reserves for advanced courses and for courses in 
the history of economic thought. 

A novelty in Professor Snider’s text which the reviewer very much approves 
is the assumption of fluctuating exchange rates as the primary expository de- 
vice for explaining the consequences of payments disequilibrium. This is used 
as an expository device only, however. Professor Snider finds fluctuating rates 
unsatisfactory in practice. His first choice, in which the reviewer concurs, is a 
system of “flexible” rates, i.e., fixed rates subject to change, after multilateral 
consultation, when necessary to correct a fundamental disequilibrium. 

One of the most interesting consequences of the streamlining of Professor 
Snider’s book is the omission of any detailed history of the gold standard. 
Most of the chapter entitled “Adjustment under the Gold Standard” is actually 
devoted to a discussion of the “income effects” of payments surpluses or 
deficits, following Machlup. Perhaps the least satisfactory part of the book 
is its treatment of the present gold standard of the United States. Professor 
Snider never really explains to the student that, as far as its external relations 
are concerned, the United States is, and has been since 1934, on a rigid gold 
standard. As a matter of theory, the United States is, therefore, subject to 
the full external discipline of the gold standard—although its strong trade and 
reserve position has prevented this discipline from becoming effective (on the 
deflationary side) during the whole period since 1934, and this situation is 
likely to continue for many years in the future. The gold standard of the 
United States, nevertheless, provides a useful point of reference in a shifting 
monetary world. It is, in some respects, the fulcrum which makes the flexible 
rate policies of other countries possible. It seems a shame that Professor Snider 
passes over it without comment. 

The discussion of current problems is, in general, excellent. Especially good 
is the discussion of the dollar shortage and the aims of the Marshall Plan. A 
good account is given of the real aims of the Plan, while at the same time 
making it abundantly clear to the student that payments deficits can exist 
only because they are financed, and would disappear should the means of 
financing them disappear. Also excellent is the discussion of the postwar com- 
mercial policy of the United States and of the place of the United States in 
the postwar world economy. 


Henry C. Murpuy 
Washington, D.C. 


Investments 


Characteristics of Transactions on the Over-the-Counter Markets. By Morris 
HampBurc, STANLEY ScHor, and Winn. Philadelphia: University 
of Pennsylvania Press, 1953. Pp. vit+131. $1.25 (paper). 


This volume is the fourth of a series dealing with over-the-counter markets. 
These studies have been prepared by the Securities Research Unit of the 
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Wharton School, University of Pennsylvania, based upon a sample of 25,000 
transactions effected by a large number of firms during the three-month period 
September-November, 1949. The three other studies previously released are: 
The Character and Extent of Over-the-Counter Markets, by G. Wright Hoff- 
man; Activity on Over-the-Counter Markets, by Irwin Friend; and Positioning 
of Securities on Over-the-Counter Markets, by Willis Winn. 

It is quite appropriate that the parts of this whole study appear as they are 
finished rather than being held back until all are completed. When the additional 
studies in the series which are now in preparation have all appeared, it will 
be desirable that the results of the study be reviewed as a whole. In the mean- 
time, it is probably most appropriate that specialists in the field simply be 
notified which parts of the study have appeared and that only brief references 
be made to their content. 

The volume here considered deals with the characteristics of over-the-counter 
transactions as indicated by type of security, size of issue, size of issuer, price 
of issue, length of time since last change in outstanding issue, size of broker- 
dealer, and geographic region. Each of these transaction characteristics is 
examined for different types of customers, and for different size variations by 
type of security. The characteristics of principal and agency transactions are 
distinguished, and particular attention is given to characteristics of transactions 
involving positions, i.e., those in which the broker-dealer buys and/or sells for 
his own account. 

The investigation has as yet made no striking or revolutionary findings, but 
the increased understanding of this relatively unknown portion of the financial 
system is highly desirable. Over-the-counter markets have been found to ac- 
count for nearly all of the sales of bonds, half the value of sales of preferred 
stock, and nearly one-third of the sales of common stock. 

It is to be hoped that the scholars who are conducting this study will be 
able to draw some conclusions that will be useful for social policy. If possible, 
they should evaluate the role of the over-the-counter market in the investment 
process, point out any government controls which may at present undesirably 
limit the most effective operation of this market, and indicate any public 
action which may contribute to investment efficiency. 

Homer JONES 
Washington, D.C. 


Regularization of Business Investment. By UNIVERSITIES-NATIONAL BUREAU 
ComMITTEE FOR Economic RESEARCH. Princeton, New Jersey: Princeton 
University Press, 1954. Pp. xxvi+513. $8.00. 


This book, edited by Dr. Melvin G. De Chazeau, presents the papers given at 
a two-day conference in November, 1951, along with brief comments on the in- 
dividual papers, and summary appraisals of the conference as a whole. The con- 
ference was scheduled to “broach the subject of what private businessmen can 
do toward maintaining high levels of productive employment,” with central em- 
phasis on possible means of regularizing investment by private concerns. Its pur- 
pose was to be “exploratory and provocative.” To this reviewer it was eminently 
successful. 

Though the book appears more than two years after the conference, the sub- 
ject matter is of continuing significance to students of our economy, whether 
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in academic, government, or business circles. The fourteen major papers were 
presented by prominent men drawn from varied fields; each author moved 
quickly and directly into his subject; though quite different in his approach. 
Indicative of the varied attack on the subject are such titles as “The Cyclical 
Behavior of Investment,” “The Concept and Economic Significance of Regu- 
larization of Business Investment,” “Regularization of Capital Investments in 
Railroads” (other papers treated similar problems in the buildings materials, 
industrial machinery, petroleum, and electric utility industries), “Inventory 
Policy and Business Stability,” and “Government Measures Designed To Pro- 
mote Regularization of Business Investment.” 

Almost uniformly, the papers were thoughtfully prepared and stimulating to 
follow. Taken as a whole, they demonstrated convincingly the complexity of our 
economy and of their subject. None was glib or underplayed the problems of 
reducing the factors conducive to important cyclical fluctuations in business in- 
vestment. Almost all the authors stressed the opportunity and need for further 
research into a number of key aspects of the problem. At the same time the 
papers provided a good measure of the state of present knowledge of the sub- 
ject, and a useful summary of such knowledge as well. 

Students of finance will find particularly interesting the seventy-six-page essay 
by Neil Jacoby and J. Fred Weston on “Financial Policies for Regularizing 
Business Investment.” They discuss the relation of financing to the central sub- 
ject and consider carefully both the demand for funds from the firm and inter- 
nal and external supply factors. They write with clarity and with restraint, 
tending at times to almost understate their points, for example, in their treat- 
ment of the influence of standards of bank examinations and bank lending 
through the cycle. Their essay should be useful as reference material for stu- 
dents in advanced college courses in finance and economics. 

The scope and diversity of the material is such as to discourage detailed 
criticism, although there is much difference of opinion among the contributors, 
and many opportunities for the reader to take issue with particular viewpoints. 
For example, Mr. Emerson P. Schmidt writing on “Promoting Steadier Output 
and Sales” seems to espouse a very different view of the effects of a low debt/ 
equity ratio in industrial firms on cyclical fluctuation in investment than do 
Messrs. Jacoby and Weston who perhaps are less conventional in their appraisal. 

Altogether, the absence of general agreement on sweeping measures to reduce 
cyclical fluctuation in invstment, at first disheartening, upon reflection makes 
the work more impressive and convincing. Certainly, the conference, if explora- 
tory, made a real contribution to the subject, and should point the way toward 
provocative thinking and solid long-term progress in the area. 


Cuartes M. WILLIAMS 
Harvard Graduate School of Business Administration 


Money and Banking 


The Dollar. By Roy F. Harrop. New York: Harcourt, Brace, 1954. Pp. vi+156. 
$3.50. 


The four papers presented in this volume constitute the Sir George Watson 
lectures for 1953 on American history, literature, and institutions. The first is 
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devoted to the outstanding developments in the history of the dollar; the second, 
to the establishment and development of the Federal Reserve System; the third, 
to the problems of postwar international monetary co-operation and the efforts 
made in that direction; and the fourth, to the complexities involved in solving 
the problem of the “dollar gap.” 

As the lectures were prepared for a British audience, the first two have 
much less interest for the American student than have the latter two. In his 
factual references, Professor Harrod stays rather close to the main currents of 
our monetary and banking history, and, though much of this was doubtless new 
to his hearers, his material adds little to the historical accounts to be found so 
abundantly in our textbooks. But some of Professor Harrod’s opinions as to the 
propriety or impropriety of what has gone on in the United States are interesting 
and challenging. On the side of impropriety are to be found the following: 
allowing the charter of the Bank of the United States to expire in 1836; the 
changing of the mint ratio in 1834 and the official dropping of the bimetallic 
system in 1873 (Professor Harrod has many good things to say of bimetallism) ; 
our turning away from foreign investment in 1929 on account of the attractions 
of the domestic stock market; the reorganization in 1930 of the Open Market 
Policy Conference in such manner as to weaken the liberal influence of the Fed- 
eral Reserve Bank of New York; and our current refusal to restore internal 
gold redemption and to agree to a substantial increase in the dollar price of gold. 

Worthy of great praise, on the other hand, are the following: the brilliant 
policies of Alexander Hamilton; the celebrated 1923 annual report of the Fed- 
eral Reserve Board (which Professor Harrod describes as “one of the most im- 
portant documents in world monetary history”); the devaluation of the dollar 
in 1933-34; and the policy of the Treasury in borrowing at low rates of interest 
throughout the period of World War II—a policy for which he gives the credit 
to the liquidity preference theory of Keynes, as may be fitting a devoted biogra- 
pher, although others may think that our experience during World War I may 
have had something to do with it. 

In turning to matters concerned with postwar international co-operation and 
efforts toward the solution of the problem of the “dollar gap,” Professor Harrod 
finds that a great many mistakes have been made on both sides of the Atlantic. 
Although he has many pleasant things to say about the generosity of our aid 
programs, he is sharply critical of the Hull policy aimed at the reduction of 
tariffs and the elimination of all forms of discriminatory treatment, and he 
questions our wisdom in making so much fuss over discriminatory arrangements 
such as the system of imperial preference—a “small-order affair”—while we have 
been able to give assurances of only moderate tariff cut-backs. Likewise, he 
thinks that we made a mistake in not accepting those provisions of the clearing- 
union proposal of Keynes which would have given the international organiza- 
tion the power to create credit in periods of world depression in the manner of a 
central bank and without need of additional member subscriptions, as well as 
those provisions which would have put upon creditor countries much of the bur- 
den of correcting international imbalances. 

But he is even more critical of postwar policy in Britain, particularly its over- 
spending for capital reconstruction and the “excessive and ill-timed devaluation 
of sterling . . . in 1949.” The concentration of efforts upon the restoration of 
capital facilities in the early postwar years was poor policy, he holds, because 
Britain should have been using capital equipment already available, poor though 
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it may have been, to produce for export to recapture her traditional foreign- 
trade outlets—a goal essential for her long-term welfare. 

Have these mistakes and others created a hopeless situation? Professor Harrod 
does not think so, although he is not likely to overwhelm the reader with his 
optimism. The outcome depends upon the United States. The easiest action we 
can take is to raise the dollar price of gold. If not that, we can take the more 
difficult route of increasing the volume of our imports—difficult because of our 
traditional policy of protection. If we do neither of these things, we must face 
a curtailment of our exports—if we leave to other nations the burden of work- 
ing out a solution to the trade problem, they can proceed only in the direction 
of greater and greater discrimination against our goods. 

RAYMOND P. KENT 
University of Notre Dame 


The Economics of Recession and Revival. By KENNETH D. Roose. New Haven: 
Yale University Press, 1954. Pp. xi+-280. $4.00. 


This is a commendable interpretation of the 1937-38 recession. The author 
modestly holds that his selection of causal factors is partly intuitive and repre- 
sents his opinion. The reviewer cannot disagree, but notwithstanding he is cer- 
tain that important light is thrown on the recession studied. The book is welcome 
because it is far more comprehensive than the author’s well-known articles on 
the 1937-38 recession. 

The method employed represents a general study of economic data and of the 
opinions of economists. Judicious decisions are reached, with which the reviewer 
finds himself in general accord. The most important factor in the 1937 decline 
is found to be a shift in investment decisions which derived principally from 
unfavorable cost-price changes and monetary action, although other factors, such 
as the net government contribution, are clearly recognized. In terms of longer- 
run factors, impairment in inducement to invest is assigned much greater impor- 
tance than secular stagnation. The upturn in 1938 is found to be most impor- 
tantly related to an expansion in the net government contribution, although the 
forces of readjustment within the business system are noted. Needless to say, 
the final word has not been said, but the conclusions are a useful antidote to less 
carefully formulated ones founded on underconsumption theory. 

The author is led to conclude that it is a mistake to think in terms of the 
business cycle founded on a particular set of relationships. Each business cycle 
is unique and we are in dire need of a careful study of causal factors which may 
be found in each occurrence. Such studies will lead to more effective discretion 
in public policy formation, and will aid in throwing more light on the true nature 
of the business cycle. 

Useful as these rationalizations are, they do not dispose of business-cycle theory 
or of the search for general explanations. First, the methods employed do not 
make it possible to delve deeply into the interrelations between causal factors. 
The method which will do this effectively is yet to be discovered, but there are 
some less profound difficulties in this book. For instance, unplanned investment 
is assumed to depend on the fulfilment of income and expenditure expectations. 
Perhaps an important part of the unplanned inventory investment in September, 
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1937, was that resulting from the inability of enterprisers to bring their schedules 
into line with expectations. 

Second, for some, tne analysis presented will yet appear to be on too aggre- 
gative a level. The extent to which inventories are excessive is held to not neces- 
sarily depend on the level of production because total inventory investment has, 
at times, moved inversely with total production (p. 187). On the importance of 
price-cost relationships, Roose turns to the developments in some major indus- 
tries. From a more general analysis, he concludes that general price flexibility is 
unwise from a cyclical standpoint. If it were possible to break this problem down 
to industry divisions, the analysis might throw light on the function performed 
by some fluctuation in aggregate expenditure. Actually great detail may be re- 
quired for further development of Roose’s thinking. 

Finally, the human mind is never satisfied with particularistic explanations un- 
related to more comprehensive generalizations. The reviewer believes that predi- 
lection with the general is partly responsible for the current attention given to 
econometric theories. In any case, greater progress may be expected if we pro- 
ceed from both the general and the specific. 

The importance of Roose’s procedure at the present stage of our under- 
standing must be re-emphasized. A laying out of the causal factors in a some- 
what similar vein is needed for many other business-cycle experiences. One 
might ask, however, if more critical evaluations could be made of the data (see 
chap. 3), and if care could be exercised to avoid quoting authorities on points 
which the analyst could otherwise make just as convincing. 

C. Bratt 
Lehigh University 


Principles and Practices of Money and Banking. By CHartes R. WHITTLESEY. 
Rev. ed. New York: Macmillan, 1954. Pp. xiii+579. $6.25. 


In the Preface to the revised edition of his text, Professor Whittlesey makes 
this statement: “Primary emphasis is placed on the economics of money, credit, 
and banking.” This, in essence, indicates the orientation and the scope of the 
treatment. Constant attention is given to the impact of the operations of the 
banking system on the economy and the matters of policy which arise. 

Professor Whittlesey does not divide his book into parts, as is frequently 
done by other authors in this field. Therefore, the order does not readily permit 
rearrangement or partial omission at the discretion of the instructor. In fact, 
the chapters follow in such logical sequence that any rearrangement or omission 
would materially weaken the continuity and the unity of the presentation. 

In chapters 1-5, Professor Whittlesey considers the nature and functions of 
money. Incorporated in this discussion is a consideration of credit as a major 
segment of the monetary system, non-commercial banking institutions as sources 
of credit, and theories relating to the value of money. Omitied here, but intro- 
duced later, is the analysis of the income-expenditures approach. 

Chapters 6-12 describe the commercial banking system, its operation and his- 
tory. Chapter 10 in this section relates the commercial banking system to the 
level of economic activity through an analysis of total spending and the level of 
business activity and prices. The income-expenditures approach is used in this 
analysis. Chapters 13-17 deal with the structure, functions, and instruments of 
policy of the Federal Reserve System. 
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The most distinguishing feature of this text is the 230 pages (chapters 18-28) 
given to considerations of monetary policy. Here, in clear and concise terms, the 
reader is introduced to matters of financial policy in wartime, boom and depres- 
sion, inflation and deflation, the management of the public debt, foreign ex- 
change, and, finally, economic change. It is in the consideration of these problems 
that the student will find justification for the study of money and banking in the 
realization of the vital role which monetary policy has in economic life. It is the 
opinion of this reviewer that it is in this section that Professor Whittlesey makes 
his most distinct contribution to a field in which there are many good texts. 

The teachability of this text could be improved by the incorporation of a 
bibliography and questions and problems following each chapter. The nature of 
Professor Whittlesey’s treatment of the subject matter will encourage discus- 
sion and reading beyond the text. Such helps would provide a further stimulus 
to the student. 

On the whole, this is a text for the serious student of money and banking. To 
such a student it will provide a distinct challenge. To the less serious it may be 
a difficult text, demanding a degree of critical thinking and analysis which he 
may be inclined to resist. It is a distinctive text and one which deserves careful 
consideration by instructors in the field. 


W. E. ALLEY 
Drake University 


Public Finance 


Effects of Taxation: Investments by Individuals. By J. KetrH Butters, Law- 
RENCE THOMPSON, and Lynn BoLtinceR. Boston, Mass.: Harvard Business 
School, 1953. Pp. xxxiv+533. $6.25. 


This book is the final volume in a series of studies on the effects of taxation 
completed at Harvard University and financed by a grant from the Merrill 
Foundation for Advancement of Financial Knowledge. The structure of the work 
is simple. First comes methodology. Then there is a summary of major conclu- 
sions followed by “policy implications.” The remainder of the book covers the 
field indicated by its title. 

The authors find that taxation of individuals plays a minor role in the em- 
bryonic stage of a new enterprise. At this stage the individuals directly interested 
in creating the enterprise, nurture their own embryo. In brief, taxes do not pre- 
clude birth, however they may restrain growth. When profitability has been at- 
tained, the cost of new equity capital continues important. One need only to be 
reminded that where 0, 10, or 20 per cent equity money will finance the purchase 
of a new home, it is more commonly the complement of such percentages, 
namely 80, 90, and 100 per cent of the funds needed for growth of an enter- 
prise, which must be financed by equity capital. 

A chief conclusion reached is that “our findings do not support the frequent 
allegation that existing tax rates practically preclude individuals with large in- 
comes from saving and that, except for retained earnings, the equity capital of 
the future must be raised mainly from small entrepreneurs and small savers” 
(pp. 18-19). The authors say that there is only the prima facie evidence of the 
large increase in personal tax rates to sustain the view that taxation has wiped 
out the capacity of individuals with large incomes to save (p. 28). The effect of 
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the individual income tax structure, as of 1949, is held neither to have impaired 
savings of the upper income groups (by far the largest source of savings directly 
available for equity investment) nor to have impaired their willingness “as a 
group to hold and invest a large proportion of their funds in equity-type invest- 
ments” (p. 51). The authors also point out that the higher taxation following 
the outbreak of the Korean conflict, if tending to reduce available savings, was 
offset by the rise in the desire to hold equity investments as a hedge against 
inflation. 

There is, even with many conservatives, vigorous dissent from the authors’ 
view as it is now embodied in the tax reform bill of the Eisenhower administra- 
tion. Investing in equities of a new business in a specialized and risky but essen- 
tial function in our society under a requirement that we want to grow and that 
we want expanding investment in the event of a business recession. For such 
performance we should pay the necessary price. That price may be to give a 
preferential arrangement to that part of income which flows from the investment, 
at once both wanted and productive. Thus the special taxation of dividends be- 
comes “an incentive.” 

To others, that “incentive” is per se, and grievously, a “loophole.” Here the 
orientation is from an elevation taken in order to survey the total horizon of in- 
comes, by types, amounts, and sources, in order that non-discriminating tax 
treatment may be given to all income forms. Looking behind this horizon is not 
the problem of the “tax equalizer” (as to burden). 

The economist interested in growth in a society which stagnates if it is not in 
a stage of vigorous growth, looks to growth and the soil conditions which will 
most assuredly nurture growth. He places growth first and equitable treatment 
as desirable only after growth assuredly has been secured. 

The reviewer prefers this second horizon as the important one for economists 
concerned with the necessary expansion of investment to fulfil the high invest- 
ment needs of the years 1958-85 when such needs will be very high if we are, 
without diminution in per worker productivity, to have high, productive employ- 
ment for all. The larger worker force is already born (1945-54). 

With this statement the reviewer is certain he launches a quarrel. If that will 
further, even with light and heat, a better knowledge of the effects of taxation 
upon investment this quarrel will be all to the good. The authors of the present 
book have examined the data and their conclusions seem straightforward. In 
1900, Andrew Carnegie had an untaxed income of $23 million. Was it equitable? 
In the 1920’s, Henry Ford had a lightly taxed income of $100 million a year for 
a few years. Was it equitable? Did their incomes more speedily produce growing 
steel industries and the growing automobile industry? Was equity thereby in- 
directly served? 

ARTHUR UPGREN 
Dartmouth College 


Taxation in the United States. By RANDoLPH E. Paut. Boston: Little, Brown, 
1954. Pp. xii+830. $15.00. 


Randolph Paul has written a full-length biography of our federal tax system, 
beginning with colonial backgrounds and carrying the story into the atomic age. 
In addition, he has contributed three supplementary chapters of an analytical 
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character: one on the judicial process in tax territory, another appraising our 
present tax system, and a third reviewing the economic thought on progressive 
taxation. A unique feature of the book lies in the fact that the introduction is the 
final chapter, entitled, “Introduction at the End.” 

The author’s purposes stem from his recognition that taxation and fiscal policy 
are among the most important issues confronting the American people. He fears 
that our people may not be willing to meet our full responsibilities in a troubled 
world, and that we may delude ourselves into thinking that “security is purchas- 
able in a bargain basement” (p. 766). He insists that fate has imposed upon us 
a hopeless task “unless the American people—not just a few experts, but an 
effective majority of the American people—acquire a full understanding of the 
basic issues involved in tax and fiscal policy” (p. 767). He thinks that “they 
will do little that they do not understand, but they will do anything they do 
understand and think is necessary to preserve their freedom” (p. 767). He recog- 
nizes the value of history in projecting true understanding and that often “a 
page of history is worth a volume of logic.” History can be a valuable ally of 
logic at many points in taxation and fiscal policy. 

The historical chapters move quite rapidly from colonial beginnings to the 
1860’s. The author then presents a fairly comprehensive analysis of the tax prob- 
lems and policies of the federal government in the Civil War. He also submits a 
comparable analysis of the same problems of the Confederacy. The chapter deal- 
ing with the constitutionality of the income tax in the 1890’s is a very excellent 
one. Nowhere in the tax literature will one find as thorough a presentation and 
interpretation of the argument of counsel, the rationale of the Supreme Court, 
and the editorial comment of our major newspapers on the constitutional issues 
of the income tax as represented in the famous case of Pollock v. Farmers’ Loan 
and Trust Company. 

In the chapter on “World War I Taxation and Its Aftermath,” Mr. Paul con- 
cludes that in the 1920’s we had more tax reduction than we needed and that we 
might have been better off as a nation, if taxes had been higher in those pros- 
perous and speculative years. His analysis of taxation in the Great Depression 
observes that higher taxes, new taxes, and emphasis upon reform probably coun- 
teracted our efforts to combat the depression by increased public expenditures 
and debt. 

The treatment of taxation in World War II is both extensive and intensive 
(a 150-page chapter). It discusses in relevant detail the problems and the legis- 
lation associated with the excess profits tax, combating inflation, the recom- 
mended spendings tax, forgiveness and pay-as-you-go, income tax simplification, 
and many other minor tax issues. 

A chapter on “From War to Peace” discusses the problem of easing recon- 
version, the green light given to business, postwar tax reform, the recognition 
of a new governmental responsibility under the Employment Act of 1946, and 
tax reduction. One of Paul’s major conclusions is that the American people will 
not tax themselves sufficiently to check inflation in a prosperous peacetime 
period. Another long chapter deals with the shift from peace to cold war and the 
problems of war finance all over again. 

In “The Judicial Process in Tax Territory” the author discusses the part the 
courts have played in shaping tax law as well as tax policy. In the “Unfinished 
Task” he presents a well-balanced appraisal of our present tax system. With all 
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its loopholes and weaknesses, he concludes that it is doing a fairly creditable 
job. 

In the next to the last chapter Paul reviews the economic thought on ability- 
to-pay taxation. He recognizes that the basic tax policy problem before the Con- 
gress is essentially a question of the distribution of an extraordinarily heavy tax 
burden brought on by the needs and problems of our time. He, of course, fer- 
vently hopes that substantial tax reduction can be the order of the day in the 
not-too-distant future. Nevertheless, he is certain that we need progression in 
the tax system. “I think we can trust the majority of the American people not 
to abuse the power it has to impose the taxes it wants upon the wealthier minority 
of that people. I will go the further length of saying that progression is part of 
the seamless web of a tax system that best fits into a great American tradition 
and a still greater American future” (p. 759). 

This book will stand as a landmark in tax literature for many years to come. 
It should serve as an inspiration to the experts, as a sourcebook for tax students, 
and as a lessonbook for the great body of our citizen-taxpayers. 


H. ANDERSON 
University of Southern California 


Federal State Local Tax Correlation. A symposium conducted by the Tax Insti- 
tute. Princeton: Tax Institute, 1954. Pp. viii+-248. $5.00. 


Participants in this symposium include administrators, academicians, tax law- 
yers, accountants, and businessmen. Some twenty essays covering tax-co-ordina- 
tion instrumentalities, aids, immunities, and problems of jurisdiction (conflict of 
laws) are embraced in some 230 pages. The result is necessarily scrappy and 
spotty; nevertheless, it provides a useful outline of trends, issues, and points of 
view. It should facilitate the work of the Commission on Intergovernmental 
Relations now reviewing and assessing anew “the proper role of federal, state 
and local governments.” 

Early chapters survey recent events and literature in the field; we note that 
welfare programs offer new departures in the technique of federal aids; for in- 
stance, the School Lunch Program provides for escalation in state matching over 
the years and the Hospital Survey and Construction Program provides for 
matching according to state resources. 

Mabel Newcomer criticizes the criticism of aids. She notes that our economy 
is increasingly interdependent and that local freedom may be enhanced by mak- 
ing all-too-limited local funds amendable to a wider range of local choice. Com- 
menting on the opportunism of critics she observes dryly: “The Texans, it 
seems, want states’ right for off-shore oil, accompanied by generous federal 
drought relief and federal price supports for beef.” Studenski, on alternatives to 
aids, prefers broadening and further exploitation of state and local taxing powers. 
Strayer, comparing sharing, credits, and supplements, concludes that the last of 
these instrumentalities is deserving of much greater attention than it has so far 
received. 

On the conflict of laws, Kassel describes the irritating and malignant survival 
of jurisdictional double taxation, particularly in the fields of corporate and per- 
sonal income taxation. In this latter field it involves both the definition of domi- 
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cile and the free use of residence and situs as basis for the levy. “No progress 
whatever has been made in solving this problem.” He is skeptical of states’ abil- 
ity and willingness to put their houses in order and throws out the suggestion 
that here may be one spot where expansion of federal control would serve the 
purpose of federalism. (The reviewer suggests that even federal action would 
involve more thoughtful attention to the compromise of legitimate claims of 
those jurisdictions where income originates and those of states where income is 
enjoyed.) Several participants also note the priority of federal liens upon tax- 
payers’ assets and regard this as the greatest obstacle to co-operation in adminis- 
tration. 

A quotation used by one of the participants (Dixwell Pierce) will do for a 
conclusion: “The federal bureaucracy has never been popular per se, but the 
American people are hardly likely to accept in its stead either special privilege 
or a vacuum at the state level.” 

Haroitp M. Groves 
University of Wisconsin 


Real Estate Finance 


Real Estate Finance. By Henry E. Hoacranp. Homewood, IIl.: Richard D. 
Irwin, 1954. Pp. ix+515. $6.00. 


Professor Henry E. Hoagland has prepared a book in the field of real estate 
finance which should prove to be highly useful as a text for university classes 
studying this subject. While literature in the field has developed rapidly, few 
books suitable for use as texts have made their appearance. Professor Hoagland’s 
book undoubtedly will be used widely for this purpose and will also be helpful 
to investors and mortgage lenders who want a handy reference work in this field. 

The book covers a wide variety of subject matter but places special emphasis 
on residential real estate financing. Some additional treatment of the fields of 
commercial and industrial financing would have made the book more useful. 
Also, no reading references, discussion questions, or study projects are provided 
at the ends of chapters, and this will make the book somewhat more difficult to 
use for text purposes. The materials are treated largely in a descriptive rather 
than an analytical manner. This will probably be an advantage for the introduc- 
tory study of the subject, but for more advanced study, greater analytical treat- 
ment would be desirable. 

Special points of strength include careful treatment of real estate financing 
methods, discussions of the various institutions and agencies which operate in 
this field, and good summary statements of the work of the Home Loan Bank 
System and its affiliates, the Federal Housing Administration and the Veterans 
Administration program of home financing. 

Professor Hoagland is to be congratulated for providing this valuable addition 
to the literature in the field of real estate finance. It is hoped that the example 
he has set will be followed by others and that the literature in this area will 
develop rapidly in the next few years. 


ArtHUR M. WEIMER 


Indiana University 
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Baus, Hersert M. Publicity in Action. New York: Harper’s, 1954. Pp. xii+ 
335. $4.50. 


The author deals with publicity as an essential instrument not only for busi- 
ness enterprises but also for public agencies, civic organizations, volunteer 
groups, and charitable agencies in telling their story and moving people to action. 
The various media are surveyed, and each step in the planning and placing of 
publicity is discussed. 


BENNETT, JoHN, Bowen, Howarp, Brown, WILLIAM, Jr., and Oxnam, G. 
BroM_ey. Christian Values and Economic Life. New York: Harper’s, 1954. 
Pp. xv-+272. $3.50. 


This is the sixth volume in the series on the Ethics and Economics of Society 
sponsored by the Federal Council of Churches. The book, while not attempting 
to prescribe specific courses of action, indicates avenues open to church mem- 


bers for the “more effective practice of the Christian faith in modern economic 
life.” 


Bross, Irwin D. J. Design for Decision. New York: Macmillan, 1953. Pp. viii-+ 
276. $4.25. 


This description of the statistical decision method of problem solving employs 
no mathematics beyond high-school algebra. The explanation of the statistical 
tools and procedures involved is simple and clear. 


Cuitps, Marquis W., and Cater, Douctas. Ethics in a Business Society. New 
York: Harper’s, 1954. Pp. 191. $2.75. 


Two journalists endeavor to bring “the broad problems of faith into the im- 
mediate area of daily life and thought.” The work was stimulated by the six- 
volume series on Ethics and Economics of Society sponsored by the Federal 
Council of Churches, now merged with the National Council of the Churches 
of Christ in the U.S.A. 


Dott, R. J., and Castie, E. N. Financing Agriculture through Commercial 
Banks. Kansas City, Mo.: Federal Reserve Bank of Kansas City, 1954. 
Pp. 48. Gratis (paper). 


This analysis of the amounts and kinds of credit used by agriculture, and 
of the methods and procedures used by commercial banks in extending such 
credit, incorporates primary data secured from a survey of banks located in 
the Tenth Federal Reserve District. 


GoLpsmMiTtH, RaymMonp W. The Share of Financial Intermediaries in National 
Wealth and National Assets, 1909-1949. (“Occasional Paper,” No. 42) 
New York: National Bureau of Economic Research, 1954. Pp. 120. $1.50 
(paper). 

The share of financial intermediaries in national assets increased from about 

one-eighth in 1900 to one-sixth in 1929 and to one-fourth in 1945, and then 
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declined to slightly over one-fifth in 1949. The more familiar ratio of financial 
intermediaries’ assets to national wealth rose from one-fifth in 1900 to more 
than one-third in 1929 and approximately two-thirds in 1945, and then fell 
to about one-half in 1949. 


Guidebook to Federal Estate and Gift Taxes. 3d ed.; Chicago: Commerce 
Clearing House, 1954. Pp. 145. $2.00 (paper). 


The purposes of this practical handbook are to simplify the task of de- 
termining what transfers one should report on estate and gift tax returns, 


show how to report these transfers, and explain how to compute the ultimate 
tax. 


James, Ciirrorp L., Catperwoop, James D., and Quantius, Francis W. 
Economics: Basic Problems and Analysis. New York: Prentice-Hall, 1951. 
Pp. xxiii+611. $4.50. 


This work is offered as the text for a one-semester or one-quarter course at 
the second-year college level. Principles and problems are treated in a non- 
mathematical manner, and the economic analysis is simplified. 


Kapp, K. WititaAM, and Kapp, Lore L. A Graphic Approach to Economics. 
Rev. ed.; New York: Henry Holt, 1954. Pp. 151. $1.90 (paper). 


In this new edition the materials have been brought up to date and new 
sections have been added to deal with organization of labor, government and 
economic life, the operation of business enterprise, business fluctuations, and 
problems of economic stabilization. In the case of statistical data, the authors 
have endeavored to replace a short-run series by data covering longer periods 
in order to present a better picture of economic growth. 


Krinc, Francis P. Financing the College Education of Faculty Children. New 
York: Henry Holt, 1954. Pp. xii+115. 


Of interest to all university teachers is this up-to-date information on the 
over-all composition of college faculties, the nature of the institutions in which 
they teach, existing patterns of educating faculty children, and methods of aid 
which might be introduced. 


Konter, E. L. Auditing: An Introduction to the Work of the Public Account- 
ant. 2nd ed.; New York: Prentice-Hall, 1954. Pp. xi+626. $6.75. 


The chapters on the auditor’s study of internal controls and the examination 
of profit-and-loss details have been completely rewritten, and chapter 10 of 
the first edition on fixed assets and depreciation has been expanded into two 
chapters. Some 180 worksheets, illustrating a complete audit case, are now 
distributed throughout the text. The number of problems and questions has 
been increased, and recent developments in accounting principles and auditing 
practices are thoroughly presented. 


Lavine, A. Lincotn. Modern Business Law. New York: Prentice-Hall, 1954. 
Pp. xiv+970. $9.00 (trade); $6.75 (text). 


In addition to a thorough treatment of conventional business law subjects, 
this new text contains chapters on torts, crimes, civil procedure, and criminal 
procedure. 
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Mack, RutH P. Factors Inflencing Consumption: An Experimental Analysis 
of Shoe Buying. (“Technical Paper,” No. 10.) New York: National Bureau 
of Economic Research, 1954. Pp. 124. $2.00 (paper). 


Studies such as this one, which endeavors to outline the factors that appear 
to have been responsible for changes over time in aggregate shoe buying by 
consumers in the United States during the interwar period, contribute toward 
a better understanding of total consumer buying and of saving. 


McNatr, Matcoitm P. Operating Results of Department and Specialty Stores 
in 1953. (“Bureau of Research Bulletin,” No. 141.) Boston: Harvard Uni- 
versity Graduate School of Business Administration, 1954. Pp. vi-+-62. 
$4.00 (paper). 


The year 1953 was only a little less drab than other recent years for the 
lines surveyed. Net earnings after taxes ranged from 5.5 per cent on invested 
capital for small department stores to 7.5 per cent for stores in upper volume 
brackets. Typical earnings for specialty stores did not exceed 5 per cent. 


McNair, Matcoim P. (ed.). The Case Method at the Harvard Business School. 
New York: McGraw-Hill, 1954. Pp. xvi+292. $5.00. 


Since there is no one case method, and cases are used differently by different 
teachers, this volume presents the experience of a variety of instructors who 
have used the case method of teaching at the Harvard Business School. In- 
cluded are several selected cases, with notes on their use. The work ends 
with a paper which discusses the costs of financing a case co!'ection. 


Mipptesrook, L. Rutu. Careers for English Majors. New York: New York 
University Press, 1954. Pp. 27. $0.25 (paper). 


Careers in which an English major may be helpful, as well as careers stem- 
ming directly from an English major—teaching, writing, and editing—are 
briefly treated in this booklet. 


MorsELLI, EMANUELE (ed.). Archivio Finanziario, Vol. IV. Padua, Italy: 
Cedam, 1954. Pp. xi-+-622. L. 4,500 (paper). 


The fourth volume of this important work, which is published annually 
under the sponsorship of the Institute of Public Finance of the University of 
Ferrara, contains eighteen original articles (241 pages). In addition there are 
five sections presenting brief reviews of the new books in the field of public 
finance which have been published in English, French, German, Italian, Spanish, 
and Portuguese, listing recent articles published in these languages, and sum- 
marizing the latest information with regard to jurisprudence, legislation, and 
statistics concerning public finance in Italy. 


NATIONAL Retart Crepit AssocraTion. Retail Collection Procedure and Effec- 
tive Collection Letters. St. Louis, Mo.: National Retail Credit Association, 
1954. Pp. 71. $2.00 (boards). 


This is a simple, practical training manual for collection department per- 
sonnel. Most of the booklet is devoted to collection letters of which many 
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examples are presented. Differences of procedure and technique in collecting 
charge accounts and instalment accounts are made clear. 


PASDERMADJIAN, H. The Department Store: Its Origins, Evolution and Econom- 
ics. London: Newman Books, 1954. Pp. x+217. 16s net. 


This study treats the birth and historical development of the department 
store idea, undertakes an analysis of present organizational and economic 
problems, and discusses the future of the department store. The author is 
general secretary of the International Association of Department Stores. 


Quest For Stapitity. Philadelphia: Federal Reserve Bank of Philadelphia, 
1954. Pp. 54 (paper). 


Brief but clear treatments of monetary management, employment, tools of 
Federal Reserve policy, and fiscal and debt management policies are offered 
in this pamphlet, which is based on a series of articles previously published in 
the Business Review of the Federal Reserve Bank of Philadelphia. 


RosBinson, LAWRENCE R. Operating Results of Limited Price Variety Chains 
in 1953. (“Bureau of Business Research Bulletin,” No. 142.) Boston, 
Mass.: Harvard University Graduate School of Business Administration, 
1954. Pp. vi+-33. $2.00 (paper). 


Limited price variety chains increased aggregate sales by 1.5 per cent, im- 
proved gross margin slightly, and benefited from lighter taxes in 1953 as com- 
pared with 1952. However, as a result of increasing payroll and other expenses, 
net gain after taxes remained at 3.8 per cent of sales. 


Scumip, Carvin F. Handbook of Graphic Presentation. New York: Ronald 
Press, 1954. Pp. vii+316. $6.00. 


This text book presents a step-by-step description of the procedure for 
laying out statistical charts, giving adequate attention to drafting instruments, 
materials, and techniques. Each type of statistical chart is analyzed in detail, 
and its advantages and disadvantages in presenting data of different kinds are 
explained. The volume is profusely illustrated. 


Spurr, A., Lester S., and SmitH, JoHN H. Business and 
Economic Statistics. Homewood, Ill.: Richard D. Irwin, 1954. Pp. xi+579. 
$6.00. 


The emphasis in this textbook is upon the use of statistical methods in the 
analysis of practical business and economic problems, rather than on theory, 
mathematical derivations, or statistical techniques as such. The authors have 
endeavored to simplify the presentation by keeping the use of symbols and 
mathematical formulas to a minimum and by using basic English in place of 
polysyllabic technical expressions wherever possible. 


STRYKER, Perrin, and the Eprtors of Fortune. A Guide to Modern Manage- 
ment Methods. New York: McGraw-Hill, 1954. Pp. x+300. $3.50. 


The articles written for Fortune which are expanded and integrated in this 
volume discuss the important problems of executive development, communica- 
tions, labor relations, executive compensation, and retirement. 
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Watras, Leon. Elements of Pure Economics. Translated by William Jaffe. 
Homewood, Ill.: Richard D. Irwin, 1954. Pp. 620. $7.50. 


The publication of this outstanding work in economic theory initiates the 
American Economic Association’s new “Translation Series,’ which has for 
its purpose the wider distribution among English-speaking scholars of im- 
portant classics originally written in other languages. Professor Jaffe’s excellent 
translation of the definitive edition (1926) of Walras’ major contribution 
represents an important service to the profession. 


Weimer, ArTHUR M., and Hoyt, Homer. Principles of Real Estate. 3d ed.; 
New York: Ronald Press, 1954. Pp. ix+618. $6.50. 


In this third edition, the scope of the book has been broadened to include 
rural as well as urban real estate. The text has been brought up to date through- 
out, and its emphasis on the study of principles, rather than the learning of 
details about current practice, has been retained. The organization of the 
work has been changed to lead the reader up to the important problems per- 
taining to valuation. 


WIESENBERGER, ARTHUR. Investment Companies. 14th ed.; New York: Arthur 
Wiesenberger & Co., 1954. Pp. 384. 


The fourteenth edition of this well-known publication, which is the indis- 
pensable reference work in its field, contains a general or basic treatment of 
the subject of investment companies as well as specific factual information on 
individual companies and opinions relating to the merits of their managements 
and the status of their securities. With the growing popular trend toward the 
use of investment companies, this work becomes increasingly important in its 
successive editions. 


CiypE WILLIAM PHELPS 
University of Southern California 
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Montgomery’s Federal Taxes—35th Edition 


PHILIP BARDES, CPA, New York Bar; JAMES J. MAHON, JR., CPA; JOHN 
McCULLOUGH, CPA, Michigan Bar; MARK E. RICHARDSON, CPA—Editors, 
Partners of Lybrand, Ross Bros. Montgomery. New one-volume guide for complete guid- 
ance on the practical decisions that determine the tax liability of business organizations 
and individual taxpayers. Dependable advice from the experience of a national firm of 
certified public accountants whose practice crosses the tax problems of taxpayers of 
every type. All tax factors in a particular question are dealt with in one place, even 
where different sections of the law apply. 21 sections of important tax-planning 
recommendations for complete protection under the 1954 Revenue Code. 


1000 pp. $15 


Money, Banking and the Financial System 


M. L. STOKES, Gettysburg College, and CARL T. ARLT, Oberlin College. Coming in 
February. This survey of money and banking emphasizes the role of money and financial 
institutions in the determination of price and income levels. Presents the principles of 
monetary theory at the outset to enable students to understand and relate many complex 
aspects, then covers traditional topics in detail. Incorporates findings of Douglas and 
Patman Congressional subcommittees and the experience of the Federal Reserve with 
credit controls. Discussion questions. Bibliography. 750 pp., 25 ills., 31 tables. About $6 


The Financial Policy of Corporations : 


ARTHUR STONE DEWING. Fifth Edition of this famous guide—widely used as a 
textbook in corporation finance. From the viewpoint of top management, it analyzes 
vital factors affecting corporate financial policy. Describes actual corporate practice; 
discusses the effect of social, economic, political forces; government regulation and 
recent court decisions; the role of the institutional investor; the trend toward fewer, 
larger corporations. 2 vols., 1538 pp. $15 


INVESTMENTS 


JULIUS GRODINSKY, University of Pennsylvania. Offers a realistic basis for evaluat- 
ing investments. Focuses on: sources of investment income; qualitative appraisal of 
issuer; establishment of standards for selection of industry, issuer, security; analysis of 
market prices. Traces interplay of managerial policies and personalities, boom and 
depression, financial structures and ratios, price movements, taxation, etc. Illustrations 
from many industries. 567 pp., 20 ills., 39 tables. $6 


THE STOCK MARKET 


GEORGE L. LEFFLER, Pennsylvania State University. This readable book gives a 
comprehensive view of the operations and functions of the stock market. Designed as 
a textbook for college courses, it presents a complete and accurate picture of all aspects 
of investing and alien in stocks from the opening of an account to the most advanced 
trading practices. Stresses role of the security market and its relation to government. 

580 pp., 37 ills., 25 tables. $6 
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Ready tn January... 

FISCAL POLICY 

Its Techniques and Institutional Setting 
By James A. Maxwe tt, Clark University 


A much-needed contribution to the literature in the field, this 
new text takes into account political, administrative, and eco- 
nomic realities. The author attempts to place fiscal policy in its 
institutional setting and his presentation is practical as well as 
intensive. 


74 Unique New Fert... 
URBAN REAL ESTATE 


By Ernest M. Fisher and Rosert Moore FisHer 


“Unique in content and presentation. It recognizes and presents 
in sequence a knowledge of fundamental principles, or the ‘why’ 
which is paramount to all knowledge. In college curricula, we 
are in dire need of books such as this . . .-—Cuartes E. Irvin, 
University of Michigan 


HENRY HOLT and CO. New York 17 


New—1954 


BUSINESS FLUCTUATIONS 
AND FORECASTING Already vate | 


by many leading 
By Dr. Carl A. Dauten universities 


BUSINESS FLUCTUATIONS AND FORECASTING is a new type of 
book devoted to theory and practice. 


The forecasting techniques are based upon a sound knowledge of business 
cycles, the causal factors that are at work, and an analysis of present situa- 
tions. 


This book has the most complete section on forecasting of any textbook that 
places emphasis on the tried, proved, and reliable techniques in use today 
rather than on the selected theories and ideas of the author. 


BUSINESS FLUCTUATIONS AND FORECASTING is a book that puts 
theory into practice on a broad and practical scale. 


SOUTH-WESTERN PUBLISHING CO. 


(Specialists in Business and Economic Education) 
Cincinnati2 - New Rochelle,N.Y. + ChicagoS - SanFrancisco3 - Dallas 2 
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THE FEDERAL TAX SYSTEM 
OF THE UNITED STATES 


A Survey of Law and Administration 
By JOSEPH P. CROCKETT 


BANKING SYSTEMS 


An evaluation of the administration of the Federal tax system of 
the United States must be based on at least a general understand- 
ing of the law the administration is designed to enforce. This book, 
by outlining the Federal tax system against the picture of the finan- 
cial system and the legislative structure of the Federal government, 
will provide the requisite background. It is a one-volume encyclo- 
pedia of Federal taxation, covering every type of tax except custom 
duties. $4.75 


BENJAMIN HAGGOTT BECKHART, Editor 


A complete, concise description of the banking systems in sixteen 
countries in the Americas, Europe, and Asia, this book presents 
up-to-date information difficult to obtain elsewhere. It is both a de- 
finitive comparison of banking systems throughout the world and 
an authoritative account of the ways in which banking systems have 
promoted and adjusted themselves to economic developments. Each 
chapter is written by an expert on the banking system of the coun- 
try concerned. 924 pages. $13.50 


Columbia University Press 


2960 Broadway ° New York 27 
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Proving itself with teachers and students— 


INSURANCE: PRINCIPLES AND COVERAGES $5.00 
by George G. R. Lucas and Ralph H. Wherry 


A typical comment from a letter is: 


“I am using your new book in insurance and am finding it much more 
interesting and readable than the average insurance text. Without my 
solicitation two students have already told me that they like this text book. 
I predict you have published a hit.” 


Joseru F. Trosper, University of Tennessee 


POLICIES AND FORMS (A supplement) $1.25 


A collection of policies, forms and endorsements which represent 
the more common forms which will confront the student. When 
ordered with the text a package price of $5.75 prevails. 


Instructor’s manual available upon request. 


Have you examined INSURANCE: PRINCIPLES AND COVERAGES? If not, 
write to us for an examination copy. 


RINEHART & CO., 232 MADISON AVE., NEW YORK 16 


The American Economic Review 


Volume XLIV CONTENTS December, 1954 
International Trade—The Soviet Bloc . . .... . Edward Ames 
Exchange Rate Adjustments and Living Standards. . . . - « « W.L. Smith 
Optimal Advertising and Optimal Quality . . . . Robert a and P. O. Steiner 
The International Sugar Agreement of 1953. . . . . . . . . «. B.C. Swerling 
Planning in Consumer Purchases—Durable Goods . . . . . . . . Robert Ferber 
Income Shares: Great Britain and the United States . . . . . . . A.M.Carter 
Full Employment—1954 Model . . . . . « Strayer 
Schumpeter’s History of Economic Analysis. . . . . . . «. « « « Jacob Viner 


The AMERICAN ECONOMIC REVIEW, a quarterly, is the official publication of the American 
Economic Association and is sent to all members. The annual dues are $6.00. Address editorial com- 
munications to Dr. Bernard F. Haley, E¢ ‘or, American Economic Review, Stanford University, Room 
220, Stanford, California; fer information concerning other publications and activities of the Associa- 
tion, communicate with the Secretary-Treasurer, Dr. James Washington Bell, American Economic 
Association, Northwestern University, Evanston, Illinois. Send for information booklet. 
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WHAT WILL THE PRICE LEVEL BE 
WHEN | RETIRE? 


How much will a new suit cost? A pair of shoes? The daily 
purchases at the grocery store? Books, travel, the other 
things that make the years of retirement worth while for the 
educator? 

Inflation is causing real hardship today for anyone who ! a 
retired on a fixed income. He receives the same number of Jb 
dollars in his pension check each month, but he has seen his 
purchasing power dwindling away in recent years. 

A pioneering type of annuity, available only to college 
staff members, now tries to do something about this prob- 
1 lem. Educators may pay up to 50% of their annuity pre- 
miums to the new College Retirement Equities Fund; the 
balance of the premium to TIAA. 

The unique CREF variable annuity is based upon com- 
mon stocks; it will pay more annuity dollars when common 
stock prices and earnings are high—generally, when the 
cost of living is high. The TIAA annuity pays a level num- 
ber of dollars regardless of economic trends, thereby giving 
greater purchasing power when the cost of living is low. 
This balanced system tends to hedge against both inflation 
and deflation. 

Any employee of a college or university is eligible. Write 
for further details; we employ no agents. 


, TEACHERS INSURANCE AND ANNUITY ASSOCIATION 
COLLEGE RETIREMENT EQUITIES FUND 
522 Fifth Avenue New York 36, N.Y. 
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PRENTICE-HALL BOOKS 
Three Leading Texts 


Organizing and Financing Business 
5th Edition (1952) 


by JOSEPH B. BONNEVILLE and LLOYD E. DEWEY, New York 
University 


@ This popular basic text is designed to give students a general knowledge of 
corporation finance. It is written in a simple, straightforward style. The 
treatment is not involved and accounting is not necessary as a prerequisite. 

@ This edition provides an extensive revision of problems and questions, and 
covers all new practices in finance: private placement, competitive bidding, 
use of factors in current financing. 

@ TEACHING AID: New Instructors Suggestion Booklet, free on adoption, 
contains answers to problems in the text, suggested problems, and ideas for 
presenting difficult parts of the course more successfully. 


401 pages + 6" X9” + 1952 


Money and Banking 
4th Edition (1953) 


by MAJOR B. FOSTER, RAYMOND RODGERS, JULES I. BOGEN and 
MARCUS NADLER, all of New York University 


The New Edition retains time-tested features that popularized three previous 
editions over a period of more than fifteen years. 


General organization and emphasis remain the same. MONEY AND BANK- 
ING is written for the student who intends to go into banking or into business 
where he will have to deal with banks. 


Paphadh is on the practical side of bank operations and the relation of banks to 
usiness. 


You'll find all material up to date in every respect. Changed wherever necessary 
to reflect current banking practices, this standard text gives the student thor- 
ough, up-to-date coverage of all important banking topics. 


633 pages + 6" X9" + 1953 


Investments, 6th Edition (1952) 


by DAVID F. JORDAN and HERBERT E. DOUGALL, Stanford Uni- 
versity 


This latest revision of a standard text features changes in both organization and 
subject matter. The book is now divided into five parts, permitting more flexi- 
bility in presenting the course: 

I. Introduction 

II. Investment Media 
III. Investment Policy and Management 

IV. Investment Mechanics 

V. Analysis of Securities 
Another significant organizational change is found in the allocation of separate 
chapters to bank, insurance company, and investment company securities. Thus 
the authors underline the increased importance of these types of securities in 
the past 10 years. 


Subject matter changes reflect the influence of World War II and its aftermath; 
the shifts in the capital and securities markets, the growing influence of regula- 
tion, the increased interest in common stock as investment media, etc. 


646 pages > 6" X9" + 1952 


For approval copies unile 


PRENTICE-HALL, +. 70 FIFTH AVENUE, NEW YORK 11 8 
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THE BUDGETARY PROCESS IN THE UNITED STATES: 
The Determination and Control of Federal Expenditures 
By ARTHUR SMITHIES, Harvard University. In press 
This study, sponsored by the Committee for Economic Development, is 
concerned with the processes by which the Federal Government reaches 
expenditure decisions and emphasizes the need for consideration of the 
budget as a whole. The entire problem of the budgetary process is sur- 
veyed and a wide range of specific proposals for improvement suggested. 
It presents a brilliant contribution to budgetary theory and practice for 
federal, state and local government personnel, economists, and courses 
in the field of government administration and public finance. 


REAL ESTATE PRINCIPLES 
By HENRY E. HOAGLAND, Ohio State University. 667 pages, 
$6.50 
Here is a text that is more comprehensive, easier to read, and better 
adapted to the needs of students. It covers such topics as a housing 
policy for America, rent control, and the provision of housing accom- 
modations for veterans. Much statistical material is added, particularly 
concerning the activities of governmental agencies whose experiences 
are analyzed and appraised, and the evidence of their success or failure 
examined. 


INSURANCE: Its Theory and Practice in the United States. 4th Ed. 
By ALBERT H. MOWBRAY; and RALPH H. BLANCHARD, 
Columbia University. McGraw-Hill Insurance Series. In press 

A leading text since 1930, this is one of the few books in the field which 
presents a thorough treatment of the theory and practice important to all 
phases of insurance work. The book covers both private and governmental 
insurance and gives the student a general understanding of the basis of 
insurance, its problems, its mechanisms, and its practical applications. It 
deals with the problem of risk and the various ways of meeting it; insur- 
ance policy contracts, types of insurers and their problems, state super- 
vision, social insurance, and risk management. 


CREDITS AND COLLECTIONS IN THEORY AND PRACTICE 
By THEODORE N. BECKMAN and ROBERT BARTELS, Ohio 
State University. Fifth Edition. 798 pages, $6.00 
Designed to acquaint the student with the nature, problems, techniques, 
and principles of the subject, including in its scope both mercantile and 
consumer credit, as well as both case and sale credit. It also furnishes dis- 
cussion and statistics relating to the social and economic role of credit 
and deals with the theoretical as well as the technical phases of credit. 


McGraw-Hill Book Company, Inc. | °"?" 


copies on 
330 West 42nd Street New York 36, N.Y. approval 
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Recent IRWIN 


PERSONAL FINANCE: Principles and Case Problems 


By ARTHUR W. HANSON, Harvard Graduate School of Business Administration, and 
JEROME B. COHEN, College of the City of New York 


More than fifty colleges and universities have already adopted this new text. Well-liked 
features of the book are an unusually readable and interesting style of writing; up-to- 
date, factual, complete, and authoritative coverage of all phases of the subject; a wealth 
of current illustrative material; and case problems taken from real-life situations. The 
Exchange, published by the New York Stock Exchange, says: “Arthur W. Hanson and 
Jerome B. Cohen have undertaken to show young people how to avoid many financial 
dilemmas—and they have achieved a remarkable degree of success.” 


INTRODUCTION TO INTERNATIONAL ECONOMICS 


By DELBERT A. SNIDER, Miami University 


Designed for undergraduate courses in international economics or trade, this new text 
offers an unusually well-balanced combination of theoretical analysis and empirical 
description. Theory is presented with thoroughness but in the simplest possible manner, 
and is fully complemented with historical, institutional and factual material. Adopters 
include A. & M. College of Texas, Boston College, Indiana University, Ohio State Uni- 
versity, Syracuse University, U.C.L.A., Yale University, and the universities of Alabama, 
Colorado, Detroit, Houston, Miami, Minnesota, Missouri, North Carolina, North Dakota, 
Notre Dame, Pennsylvania, Tennessee, and Virginia, and many others. J. N. Behrman, 
reviewing the book in Southern Economic Journal, says, “. . . it is superb where most 
texts are weak—in the theoretical section. . . .” 


REAL ESTATE FINANCE 


By HENRY E. HOAGLAND, The Ohio State University 


This is a book that has long been needed—a complete, practical, and authoritative treat- 
ment of all phases of real estate finance. While it covers all types of real estate, it places 
emphasis on the financing of homes. First adoptions include New York University, North- 
western University, Ohio State University, and the universities of Arizona, Florida, Illinois, 
Southern California, and Tennessee, and many others. 
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